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House  of  Representatives, 
Committee  on  Interstate  and  Foreign  Commerce, 

Washington ,  D.C .,  December  2,  1966. 

Hon.  Ralph  R.  Roberts, 

Clerk,  Home  of  Representatives . 

The  Capitol ,  Washington ,  D.C. 


Dear  Mr.  Roberts  :  Pursuant  to  House  Resolution  35,  89th  Congress, 
I  submit  herewith  for  the  information  of  the  Plouse  of  Representatives 
a  report  of  the  Committee  on  Interstate  and  Foreign  Commerce  com¬ 
prising  a  report  of  the  Securities  and  Exchange  Commission  entitled 
“Public  Policy  Implications  of  Investment  Company  Growth.” 

Sincerely  yours, 

Harley  O.  Staggers, 
Member  of  Congress ,  Chairman. 


House  of  Representatives, 
Committee  on  Interstate  and  Foreign  Commerce, 

Washington.  D.C..  December  2.  1966. 
Hon.  John  W.  McCormack, 

Speaker ,  House  of  Representatives . 

The  Capitol ',  Washington ,  D.C. 


Dear  Mr.  Speaker  :  Pursuant  to  House  Resolution  35,  89th  Congress, 
I  submit  herewith  for  the  information  of  the  House  of  Representatives 
a  report  of  t lie  Committee  on  Interstate  and  Foreign  Commerce  com¬ 
prising  a  report  of  the  Securities  and  Exchange  Commission  entitled 
“Public  Policy  Implications  of  Investment  Company  Growth.” 

Sincerely  yours, 

Harley  O.  Staggers, 
Member  of  Congress ,  Chairman. 
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Mr.  Staggers,  from  the  Committee  on  Interstate  and  Foreign 
Commerce,  submitted  the  following 

REPORT 

[Pursuant  to  H.  Res.  35,  89th  Cong.] 

The  Committee  on  Interstate  and  Foreign  Commerce  submits 
herewith  a  report  of  the  Securities  and  Exchange  Commission,  en¬ 
titled  "Public  Policy  Implications  of  Investment  Company  Growth.” 

The  committee,  by  House  Resolution  35,  acting  as  a  whole  or  by 
subcommittee,  was  authorized  to  investigate  and  study  the  adequacy 
of  the  protection  to  investors  afforded  by  the  disclosure  and  regulatory 
provisions  of  the  various  securities  acts.  This  authorization  continues 
the  authorization  made  to  the  committee  for  many  years.  Accord¬ 
ingly*  your  committee  and  its  Subcommittee  on  Commerce  and 
Finance  under  the  chairmanship  of  Mr.  Macdonald  have  been  active 
in  again  considering  the  current  operation  of  the  securities  laws  and 
the  extent  to  which  they  afford  adequate  protection  to  investors  and 
promote  the  public  interest. 

During  the  88th  Congress,  for  the  reasons  set  forth  in  its  report 
(No.  1418,  88th  Cong.),  the  committee  approved  and  the  Congress 
enacted  the  Securities  Acts  Amendments  of  1964  (Public  Law  88-467). 
These  amendments  extended  the  disclosure  and  insider  trading  provi¬ 
sions  of  the  Exchange  Act  to  several  thousand  companies  with  securi¬ 
ties  traded  in  the  over-the-counter  market  and  strengthened  the 
regulation  of  broker-dealers  in  securities  and  their  personnel.  This 
legislation  represented  the  most  important  advance  in  Federal  securi¬ 
ties  legislation  since  the  enactment  of  the  Investment  Company  Act 
and  the  Investment  Advisers  Act  in  1940. 

The  1964  amendments  grew  out  of  the  comprehensive  review  of 
the  securities  industry,  including  the  functioning  of  industry  self- 
regulatory  organizations,  which  was  conducted  by  the  Securities  and 
Exchange  Commission’s  Special  Study  of  the  Securities  Markets.  The 
Commission  was  directed  to  conduct  that  study  and  to  report  its 
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results  to  Congress  pursuant  to  House  Resolution  438,  which  was 
sponsored  by  the  Subcommittee  on  Commerce  and  Finance  of  your 
committee.  The  five-volume  Special  Study  report  (H.  Doc.  95,  88th 
Cong.)  constituted  the  most  comprehensive  review  of  investor  protec¬ 
tion  under  the  securities  laws  since  the  studies  that  preceded  the 
enactment  of  the  original  securities  acts. 

The  Special  Study’s  1963  report  examined  certain  aspects  of  the 
mutual  fund  industry,  particularly  matters  relating  to  the  sale  of 
mutual  fund  shares.  In  this  respect,  it  supplemented  a  broad  inquiry 
into  the  mutual  fund  industry  conducted  by  the  Securities  Research 
Unit  of  the  Wharton  School  of  Finance  and  Commerce  at  the  re¬ 
quest  of  the  Commission  and  published  by  this  committee  in  August 
1962  (H.  Rept.  No.  2274).  That  report  described  the  structure  and 
growth  of  the  mutual  fund  industry,  analyzed  the  performance  and 
market  impact  of  mutual  funds  and  the  relationship  between  the 
funds  and  then*  investment  advisers  and  principal  underwriters. 

Neither  the  Wharton  School  report  nor  the  Special  Study  purported 
to  reflect  the  views  or  recommendations  of  the  Commission  or  the  com¬ 
mittee.  When  these  reports  were  published,  the  Commission  indi¬ 
cated  that  it  would  undertake  a  thorough  evaluation  of  their  findings 
and  recommendations  and  report  its  views  to  the  Congress. 

This  report  of  the  Commission  is  a  result  of  that  undertaking.  It 
discusses  various  public  policy  implications  stemming  from  the  sub¬ 
stantial  growth  of  the  investment  company  industry  since  1940  and 
presents  a  number  of  recommendations  for  changes  in  the  Investment 
Company  Act.  Obviously  a  report  of  this  nature  by  the  agency 
charged  by  Congress  with  responsibility  for  supervision  and  regulation 
of  the  investment  company  industry  is  of  the  greatest  significance  to 
that  industry  and  to  the  public. 

The  conclusions  and  recommendations  contained  in  this  report  are 
those  of  the  Securities  and  Exchange  Commission  and  not  of  this 
committee.  The  Commission  has  advised  this  committee  that  it  will 
prepare  appropriate  legislation,  based  on  such  conclusions  and  recom¬ 
mendations,  for  submission  to  the  90th  Congress  early  in  its  1st  ses¬ 
sion.  The  Commission  has  further  advised  this  committee  that,  in 
connection  with  the  preparation  of  this  legislation,  it  invites,  and  in¬ 
deed  solicits,  the  view's  and  suggestions  of  all  those  affected  by,  con¬ 
cerned  with  or  interested  in  such  proposed  legislation.  Committee 
hearings  on  any  legislation  proposed  by  the  Commission  will  afford  a 
further  opportunity  for  all  interested  persons  to  express  their  views. 

In  the  meantime,  in  view  of  the  significance  of  this  report  of  the 
Commission,  it  is  being  submitted  herewith  as  a  report  for  the  infor¬ 
mation  of  the  Members  of  the  House  and  the  general  public. 
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Securities  and  Exchange  Commission, 

Washington,  D.C.,  December  2,  1966. 

The  President  of  the  Senate. 

The  Speaker  of  the  House  of  Representatives. 

Sirs:  I  have  the  honor  to  transmit  a  report  of  the  Commission  on 
the  Public  Policy  Implications  of  Investment  Company  Growth.  The 
report  is  submitted  pursuant  to  section  14(b)  of  the  Investment  Com¬ 
pany  Act  of  1940,  which  authorizes  the  Commission  if  it  believes  “that 
any  substantial  further  increase  in  the  size  of  investment  companies 
creates  any  problem  involving  the  protection  of  investors  or  the  public 
interest,  to  make  a  study  and  investigation”  and  to  report  the  results 
to  the  Congress. 

This  report  initially  describes  the  dramatic  growth  of  the  investment 
company  industry  since  1940,  with  particular  emphasis  upon  mutual 
funds;  i.e.,  those  investment  companies  which  continuously  offer  new 
shares  to  the  public  and  continuously  stand  ready  to  redeem  their 
existing  shares  at  net  asset  value.  Between  the  end  of  1940  and  June 
30,  1966,  investment  company  assets  increased  from  about  $2.1 
billion  to  $46.4  billion.  Most  of  this  growth  was  accounted  for  by 
mutual  funds,  whose  net  assets  increased  from  $450  million  at  the 
end  of  1940  to  about  $38.2  billion  at  June  30,  1966.  The  growth  of 
mutual  funds  has  been  accompanied  by  a  great  increase  in  the  number 
of  mutual  fund  investors.  In  1940  less  than  300,000  Americans  held 
mutual  fund  shares.  By  the  end  of  1965  there  were  more  than  3% 
million  mutual  fund  investors.  This  growth  and  popularity  reflects 
the  fact  that  by  offering  the  American  public  a  medium  for  profes¬ 
sionally  managed  investment  in  securities,  primarily  the  stocks  of 
America’s  leading  companies,  the  investment  company  industry,  and 
specifically  mutual  funds,  fulfill  an  important  public  need.  The  indus¬ 
try  has  earned  its  place  as  an  important  component  of  our  Nation’s 
financial  community. 

The  primary  function  of  the  report  is  to  examine  the  present  ade¬ 
quacy  of  the  protections  afforded  by  the  Investment  Company  Act 
of  1940,  which  has  never  been  significantly  amended,  to  those  millions 
of  Americans,  many  of  them  of  modest  means,  who  have  chosen  to 
entrust  billions  of  dollars  of  their  savings  to  the  investment  company 
industry. 

The  report  concludes  that  the  Investment  Company  Act  of  1940 
has  substantially  eliminated  the  serious  abuses  at  which  it  was  aimed, 
but  that  the  tremendous  growth  of  the  industry  and  the  accompanying 
changes  have  created  a  need  for  additional  protections  for  mutual 
fund  shareholders  in  areas  which  were  either  unanticipated  or  of 
secondary  importance  in  1940.  While  the  report  contains  many 
specific  recommendations  for  legislative  improvement,  its  overall 
conclusion  is  that  present  shortcomings  can  be  rectified  and  a  fuller 
measure  of  protection  afforded  public  shareholders  without  drastic 
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overhauling  of  the  existing  industry  structure  or  regulatory  pattern. 
Consequently,  the  report  should  not  impair  public  confidence  in  any 
investment  company,  in  the  investment  company  industry,  or  in  the 
securities  markets;  rather,  public  confidence  should  be  strengthened 
as  improved  shareholder  protections  are  enacted  into  law.  The  stress 
of  the  report  on  regulatory  problems  and  the  need  for  their  solution 
should  not  obscure  the  fact  that  on  the  whole  investment  companies 
have  been  diligently  managed  by  competent  persons  and  that  the 
general  record  of  the  industry  is  one  of  which  it  can  be  justly  proud. 

The  report,  of  course,  makes  no  attempt  to  assess  the  merits  of 
investment  company  securities  relative  to  other  media  of  investment. 
Its  concern  is  with  the  regulatory  and  legislative  problems  which  are 
the  responsibility  of  the  Congress  and  of  the  Commission. 

The  structure  of  the  typical  mutual  fimd  is  rather  unique  in  Ameri¬ 
can  business.  Although  mutual  funds  are  usually  organized  either  as 
corporations  or  as  business  trusts,  most  of  them  are  primarily  managed 
and  operated  not  by  their  own  officers  and  employees  but  by  separate 
entities  which  provide  investment  advice  and  managerial  services 
under  contracts  with  the  funds.  The  Investment  Company  Act 
expressly  recognizes  this  structure,  and  the  report  does  not  propose  to 
disturb  it  even  though  it  has  been  recognized  for  many  years  that  this 
structure  involves  a  conflict  of  interest  between  mutual  fund  managers 
and  shareholders.  Since  mutual  fund  managers  are  usually  compen¬ 
sated  upon  the  basis  of  a  percentage  of  the  net  assets  of  the  fund, 
there  is  a  powerful  incentive  for  growth  through  the  sale  of  new  shares. 

The  report  concludes  that  mutual  fund  shareholders  need  protection 
against  incurring  excessive  costs  in  the  acquisition  and  management 
of  their  investments  and  that,  given  the  structure  and  incentives  pre¬ 
vailing  in  the  industry,  neither  competition  nor  the  few  elementary 
safeguards  against  conflict  of  interest  deemed  sufficient  in  1940  and 
contained  in  the  Investment  Company  Act  presently  provide  this 
protection  in  adequate  measure.  The  aggregate  amounts  involved 
are  significant  by  any  measure.  It  is  estimated  that  during  1965 
mutual  fund  shareholders  paid  an  aggregate  of  $130  million  in  advisory 
fees,  $260  million  in  sales  loads,  and  in  addition  incurred  more  than 
$100  million  of  brokerage  commissions  on  the  purchase  and  sale  of 
securities  by  their  funds. 

The  report  makes  two  primary  legislative  recommendations  in  this 
area.  One  relates  to  costs  of  management  and  the  second  to  costs  of 
acquisition.  It  is  recommended  that  the  statute  be  amended  to  ex¬ 
pressly  require  that  the  compensation  received  by  persons  affiliated 
with  investment  companies,  including  their  management  organiza¬ 
tions,  for  services  furnished  to  an  investment  company  be  reasonable, 
and  that  this  standard  be  enforceable  in  the  courts.  It  is  further 
recommended  that  the  statute  be  amended  to  provide  a  ceiling  on 
sales  charges  for  mutual  fund  shares,  generally  at  5  percent,  an  amount 
which  is  still  substantially  greater  than  the  sales  charges  generally 
prevailing  in  the  securities  markets,  such  as  stock  exchange  commis¬ 
sions  and  over-the-counter  markups  for  securities  comparable  in 
quality  to  mutual  fund  shares. 

A  special  problem  exists  where  investors  accumulate  mutual  fund 
shares  pursuant  to  a  plan  calling  for  the  payment  of  relatively  small 
amounts  of  money  at  monthly  or  other  periodic  intervals  over  a  period 
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of  years.  At  the  end  of  1965  there  were  about  1.3  million  of  these  so- 
called  contractual  plans  on  which  about  $3  billion  had  been  paid.  The 
typical  contractual  plan  investor  is  a  family  man  of  moderate  income. 
Under  these  plans,  50  percent  of  the  investor’s  first  12  monthly  pay¬ 
ments  or  their  equivalent  is  usually  deducted  for  sales  load.  The 
report  concludes  that  investment  companies  should  no  longer  be  per¬ 
mitted  to  make  this  type  of  sales  charge,  commonly  referred  to  as  the 
“front-end  load.” 

Additional  legislative  recommendations  are  made  to  deal  with  more 
specialized  problems  or  to  make  more  effective  the  administration  and 
enforcement  of  the  existing  pattern  of  regulation.  The  report  also 
presents  proposals  for  action  by  the  Commission  and  the  stock  ex¬ 
changes  leading  toward  a  modification  of  the  stock  exchange  commis¬ 
sion  rate  structure  to  provide  greater  benefits  for  investment  company 
shareholders  as  distinct  from  investment  company  managements  and 
sales  organizations. 

This  report  had  its  genesis  in  1958  when  the  investment  company 
industry  was  much  smaller  than  it  is  today  and  when  its  mutual  fund 
sector  had  slightly  over  $13  billion  in  assets,  only  a  little  more  than 
one-third  its  present  size  of  about  $38  billion.  In  that  year  the 
Commission  authorized  the  securities  research  unit  of  the  Wharton 
School  of  Finance  &  Commerce  of  the  University  of  Pennsylvania  to 
make  a  study  and  to  submit  a  report  to  the  Commission.  That 
report,  submitted  to  Congress  in  August  of  1962,  was  the  most 
comprehensive  analysis  of  the  investment  company  industry  since 
the  studies  that  preceded  the  passage  of  the  Investment  Company 
Act.  It  found  that  the  more  important  current  problems  in  the 
mutual  fund  industry  involved  the  potential  conflicts  of  interest 
between  fund  management  and  shareholders  and  the  impact  of  fund 
growth  and  stock  purchases  on  stock  prices. 

The  Wharton  Report  was  supplemented  by  the  publication  in 
1962-63  of  the  report  of  the  staff  of  the  Commission’s  Special  Study  of 
the  Securities  Markets,  which  treated  aspects  of  the  mutual  fund 
industry  outside  the  scope  of  the  Wharton  report.  The  Special  Study 
focused  its  attention  on  sales  of  mutual  fund  shares,  including  selling 
practices,  the  special  problems  raised  by  the  front-end  load  in  the 
sale  of  so-called  contractual  plans  and  allocations  of  mutual  fund 
portfolio  brokerage. 

Neither  the  Special  Study  nor  the  Wharton  report  was  a  report  by 
the  Commission.  When  those  reports  were  published,  the  Commis¬ 
sion  undertook  to  evaluate  the  public  policy  questions  that  they 
raised  as  part  of  a  comprehensive  program  of  study  and  to  report  its 
recommendations  to  the  Congress.  This  report  is  a  result  of  that 
undertaking. 

The  Commission  has  directed  its  staff  to  draft  specific  legislative 
proposals  to  implement  the  recommendations  contained  in  the  report. 
It  hopes  to  submit  this  legislation  to  Congress  early  next  year.  In 
connection  with  the  drafting  of  these  legislative  proposals,  the  Com¬ 
mission  expects  to  obtain  the  comments,  suggestions,  and  views  of  the 
investment  company  industry,  the  securities  industry,  other  segments 
of  the  financial  community  and  of  the  investing  public.  For  this  pur¬ 
pose,  it  welcomes,  and  indeed  solicits,  comments  from  all  interested 
persons. 

In  concluding,  the  Commission  wishes  to  express  its  appreciation  to 
the  members  of  the  investment  company  industry,  industry  organiza- 
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tions,  including  the  Investment  Company  Institute,  the  Association 
ol  Closed-End  Investment  Companies,  and  the  Association  of  Mutual 
Fund  Plan  Sponsors,  Inc.,  and  all  other  members  of  the  financial 
community  who  cooperated  in  the  comprehensive  examinations  of  the 
investment  company  industry  leading  to  this  report.  Many  persons, 
companies,  and  organizations,  too  numerous  to  mention  individually, 
gave  unstintingly  of  their  time  and  efforts  in  assisting  the  Commission 
and  its  staff  to  gather  information  and  viewpoints. 

In  the  preparation  of  this  report  the  Commission  had  the  able 
assistance  of  many  past  and  present  members  of  its  staff.  Deserving 
of  special  mention  are  the  tireless  and  devoted  efforts  of  a  special  task 
force  under  the  leadership  of  Philip  A.  Loomis,  Jr.,  General  Counsel, 
and  Richard  M.  Phillips,  Assistant  General  Counsel,  together  with 
Sheldon  Rappaport,  Lewis  J.  Mendelson  and  Bernard  Wexler,  each 
of  whom  is  a  Special  Counsel,  Bernard  H.  Garil,  financial  economist, 
and  Edward  L.  Lublin,  attorney.  Important  contributions  were 
made  in  the  Division  of  Corporate  Regulation,  by  Solomon  Freedman, 
Director,  J.  Arnold  Pines,  Associate  Director,  Harold  V.  Lese,  Asso¬ 
ciate  Director,  Allan  S.  Mostoff,  Assistant  Director,  Francis  X. 
Kelly,  Chief  Counsel,  Alan  Rosenblat,  Assistant  Chief  Counsel, 
Karl  C.  Smeltzer,  Senior  Financial  Analyst,  James  L.  Akers,  and 
Martin  P.  Miner,  and  in  the  Office  of  Policy  Research  by  Loughlin 
F.  McHugh,  Chief  Economist,  Roger  S.  Foster,  Special  Counsel, 
and  Gene  L.  Finn,  Economist,  together  with  Robert  W.  Cox  of  the 
Commission’s  Executive  Staff,  Meyer  Eisenberg,  Assistant  General 
Counsel,  and  Morgan  Shipman,  assistant  professor  of  law  at  Harvard 
University  and  a  consultant  to  the  Commission.  Since  the  study 
and  investigation  which  led  up  to  the  report  commenced  in  1962 
many  persons  not  responsible  for  the  final  product  nevertheless 
made  a  substantial  contribution  to  the  total  undertaking.  These 
include  Alan  F.  Conwill,  former  Director,  Division  of  Corporate 
Regulation,  Gordon  D.  Henderson,  former  Associate  Director  of  that 
Division,  Robert  H.  Mundheim,  professor  of  law  at  the  University  of 
Pennsylvania,  Dennis  J.  Lehr,  Paul  J.  Mason,  and  Lawrence  W. 
Newman.  We  also  wish  to  acknowledge  our  indebtedness  to  our 
colleagues  in  the  initiation  and  development  of  this  effort,  former 
Chairman  William  L.  Cary  and  former  Commissioners  J.  Allan 
Frear,  Jr.  and  Jack  M.  Whitney  II.  The  responsibility  for  the  find¬ 
ings,  conclusions,  and  recommendations  of  the  report,  however,  is 
solely  that  of  the  present  Commission. 

By  direction  of  the  Commission. 


Manuel  F.  Cohen,  Chairman. 


TABLE  OF  CONTENTS 


Page 

Chapter  I.  Background,  Scope,  and  Summary: 

A.  Introduction _  1 

B.  Investment  company  growth _  2 

C.  Background  of  the  report _  2 

1.  The  Wharton  Report _  2 

2.  The  Special  Study _  3 

3.  Commission  review _  4 

D.  Scope  of  the  report _  5 

E.  Outline  of  the  report _  6 

F.  Summary  of  the  report -  7 

1.  Chapter  II — The  Investment  Company  Industry -  7 

(a)  The  coverage  of  the  Act _  7 

( b )  Types  of  investment  companies _  7 

(i)  Face-amount  certificate  companies _  7 

(ii)  Unit  investment  trusts _  7 

(iii)  The  management  companies -  8 

(c)  Mutual  fund  structure _  8 

( d )  Distribution  of  mutual  fund  shares _  9 

( e )  The  pattern  of  Federal  regulation _  9 

2.  Chapter  III — The  Management  Function  and  Its  Cost -  10 

(a)  Contracting  out  the  management  function _  10 

( b )  The  cost  of  management _  10 

(c)  Existing  restraints  on  management  compensation.  12 

(d)  The  Commission’s  recommendations _  13 

( e )  Sales  of  management  organizations _  14 

3.  Chapter  IV — Portfolio  Transactions _  14 

(a)  The  securities  markets _  14 

( b )  Allocation  of  mutual  fund  brokerage _  15 

(c)  Impact  of  mutual  fund  reciprocal  and  give-up 

practices _  16 

(d)  Proposed  action _  17 

(e)  Broker-affiliated  investment  companies _  18 

(/)  Capital  gains  distributions _  18 

( g )  Insider  transactions  involving  investment  com¬ 

pany  portfolio  securities _  19 

4.  Chapter  V — Distribution  and  Its  Cost _  19 

(а)  Mutual  fund  growth  and  sales  of  shares _  19 

(б)  Sales  load  levels _  19 

(c)  Sales  loads  compared  to  sales  charges  for  other 

securities _  20 

( d )  Sales  load  on  investment  of  dividend  income _  20 

(e)  The  adequacy  of  existing  statutory  controls _  20 

(/)  Recommendations  and  conclusions _  21 

(#)  Contractual  plans _  21 

(h)  Impact  of  the  front-end  load _  22 

(*)  The  front-end  load  on  face-amount  certificates _  22 

•5.  Chapter  VI — Mutual  Fund  Size  and  Investment  Per¬ 
formance _  23 

(a)  Introduction _  23 

(b)  Management  problems  of  small  and  large  funds.  _  23 

(c)  Investment  performance _  24 

(d)  Conclusions _  24 


XI 


XII 


TABLE  OF  CONTENTS 


■Chapter  I.  Background,  Scope,  and  Summary — Continued 
F.  Summary  of  the  report — Continued 

6.  Chapter  VII — Investment  Company  Growth  and  Market 

Impact _ _ _ 

(a)  The  growing  importance  of  institutional  investors. 

( b )  Mutual  funds  as  institutional  investors _ 

(c)  Mutual  fund  impact  on  stock  market  movements. 

( d)  Mutual  fund  impact  on  markets  for  particular 

securities _ 

(e)  Regulatory  implications  of  institutional  investor 

growth _ 

(/)  Mutual  funds  and  increased  trading  activity _ 

7.  Chapter  VIII — Investment  Company  Relationships  With 

Portfolio  Companies _ 

(a)  Relationships  with  portfolio  companies  other  than 

investment  companies _ 

( b )  Mutual  fund  holding  companies _ 

(i)  Introduction - 

(ii)  Control  of  portfolio  companies _ 

(iii)  The  utility  of  the  fund  holding  company 

to  investors _ 

(iv)  Conclusions  and  recommendations _ 

8.  Chapter  IX — The  Administration  and  Enforcement  of  the 

Act _ 

(a)  The  Act’s  coverage - 

(i)  Eliminating  exception  for  certain  com¬ 

panies  issuing  redeemable  securities - 

(ii)  Other  coverage  recommendations - 

( b )  Management  shareholder  relationships - 

(i)  Strengthening  the  independence  of  direc¬ 
tors - - - 

(ii)  Other  recommendations  as  to  manage- 
menUshareholder  relationships _ 

(c)  Administrative  and  other  proceedings - 

(i)  Administrative  proceedings - 

(ii)  Breach  of  fiduciary  duty - 

(d)  Formal  changes  in  the  act - 

(e)  The  Investment  Advisers  Act - 

Chapter  II.  The  Investment  Company  Industry: 

A.  What  is  an  investment  company? - 

1.  The  investment  company  concept - 

2.  Statutory  exclusions - 

3.  Investment  companies  created  by  insurance  companies 

and  banks - 

4.  Administrative  exemptive  powers - 

B.  Types  of  investment  companies - - 

1.  Face-amount  certificate  companies - 

2.  Unit  investment  trusts - 

3.  Management  companies - - - 

C.  Types  of  management  investment  companies - 

1.  Introduction - - - 

2.  Diversified  versus  non-diversified - 

3.  Open-ends  and  closed-ends - 

D.  Mutual  fund  structure - 

1.  Introduction - 

2.  Selecting  and  supervising  investments - 

3.  Fund  complexes - 

4.  The  internally  managed  funds - 

5.  The  prevalence  of  external  management - 

6.  Portfolio  transactions - 

7.  Selling  new  shares - 

8.  The  load  funds - 

9.  How  load  fund  shares  are  sold — - - -  —  - - -  — 

10.  Selling  load  fund  shares  on  the  installment  plan.  Con¬ 

tractual  plans  and  voluntary  plans - 

11.  The  no-load  funds - 


Page 

24 

24 

25 
25 

25 

26 
26 

27 

27 

28 
28 
28 

28 

29 

29 

29 

29 

29 

30 

30 

30 

31 
31 

31 

32 

32 

33 

33 

34 

35 
37 
37 

37 

38 

39 
39 
39 
39 
41 
45 
45 
45 
47 
49 

49 

50 

51 

52 
54 

57 

58 


TABLE  OF  CONTENTS 


xra 


Chapter  II.  The  Investment  Company  Industry — Continued 

E.  The  pattern  of  Federal  regulation _ 

1.  The  Securities  Act _ 

2.  The  Exchange  Act _ 

(a)  Commission  regulation _ 

( b )  Cooperative  regulation _ 

(c)  The  1964  amendments _ 

3.  The  Investment  Advisers  Act  of  1940 _ 

4.  The  Investment  Company  Act _ 

(а)  The  Investment  Trust  Study - 

(б)  Fundamental  policies  of  the  Act- _ 

(c)  Substantive  provisions _ 

(i)  Registration _ 

(ii)  Protecting  investment  company  assets. 

(iii)  Capital  structures _ 

(iv)  Checks  on  management  domination  of 

investment  companies — Requirements 
with  respect  to  the  composition  of 
boards  of  directors _ 

(v)  Transactions  with  affiliated  persons: 

The  general  rules - 

(vi)  Transactions  with  affiliated  persons: 

Specialized  treatment  of  advisory  con¬ 
tracts,  underwriting  agreements,  and 
brokerage  relationships _ 

(d)  Appraisal  of  the  Act _ 

F.  Sales  loads,  advisory  fees,  and  brokerage  commissions _ 

1.  The  findings  of  the  Wharton  Report  and  the  Special  Study. 

2.  Public  policy  implications  of  the  Wharton  and  Special 

Study  Reports _ : _ 

Appendix.  Special  tax  treatment  of  diversified  investment  companies.  _ 
Chapter  III.  The  Management  Function  and  Its  Cost: 

A.  The  management  function _ 

1.  Portfolio  management _ 

(a)  Analyses  of  the  economy  and  of  the  securities 

markets _ 

( b )  Analyses  of  particular  industries _ 

(c)  Selecting  specific  securities _ 

2.  Nonadvisory  services _ 

3.  Advisory  organizations _ 

B.  Contractual  arrangements _ 

1.  Advisory  contracts _ 

2.  Services  paid  for  by  the  advisory  fee _ 

3.  Administrative  fees _ 

C.  The  cost  of  management _ 

1.  The  economies  of  size _ 

2.  1960  advisory  fees — The  findings  of  the  Wharton  Report.  _ 

3.  Advisory  fee  rates  since  1960 _ 

(a)  1965  advisory  fee  rates _ 

( b )  Changes  in  advisory  contracts  since  1960 _ 

4.  Evaluating  the  fairness  of  advisory  fees — The  need  for 

comparative  standards _ 

D.  Management  costs — Internally  managed  versus  externally  man¬ 

aged  investment  companies _ 

1.  The  cost  of  internal  management _ 

2.  The  MIT-MIGS  complex _ 

3.  The  Broad  Street  complex _ 

4.  Economies  of  size  and  mutual  fund  complexes _ 

5.  Use  of  brokerage  commissions  to  reduce  management  costs. 

6.  Changes  in  management  costs — Internally  versus  externally 

managed  funds _ 

E.  Mutual  fund  advisory  fees  versus  fees  charged  other  types  of  invests 

ment  advisory  clients _ 

1.  Bank  fees  for  pension  and  profit-sharing  plans _ 

2.  Advisory  fee  rates  charged  mutual  funds  operated  for  banks. 

3.  Advisory  fee  ratis  charged  other  nonfund  clients _ 


Page 

59 

60 
61 
61 
62 
63 
63 

63 

64 

65 

66 
66 
66 
67 


67 

68 


69 


72 

75 

79 

84 

84 

84 

84 

85 

86 

87 

88 
88 
90 
92 
94 
94 

96 

97 
97 

100 

102 

102 

102 

104 

106 

108 

108 

110 

114 

114 

118 

119 


XIV 


TABLE  OF  CONTENTS 


Chapter  HI  The  Management  Function  and  Its  Cost— Continued 
y  r .  Front  margins  of  external  advisory  organizations 

1.  Total  operations _ 

2.  Advisory  and  distribution  operations  perfmmedYor  mutual 

funds _ 

n  •  ? '  The  effect  of  reductions  in  advisory  fee  schedules".  .YI!!!! 
\/  Or.  Existing  restraints  on  management  compensation 

1.  Advisory  fees  and  competition _  ~~~~ 

2.  Advisory  fees  and  the  limitations  of  disclosure! 

3.  Shareholder  voting  rights _ 

4.  The  role  of  the  unaffiliated  directors.. !!!!!!_!!. _!!!!!!' 

5.  The  position  of  the  investment  adviser _ 

6.  The  advisory  fee  in  the  courts _ 

(a)  Background _ 

(b)  The  fully  litigated  cases _ I! 

(c)  The  settlements _ 

( d )  Summary _ 

7.  The  Commission’s  recommendations _ 

(a)  A  statutory  standard  of  reasonableness _ 

(b)  The  possible  alternatives _ 

H.  Sales  of  management  organizations _ 

1.  The  need  for  shareholder  protections _ 

2.  The  adequacy  of  existing  shareholder  protections _ 

3.  The  Commission’s  recommendation _ 

Chapter  IV.  Portfolio  Transactions: 

A.  Introduction _ 

B.  The  securities  markets _ 

1.  National  securities  exchanges _ 

(a)  The  organization  of  an  exchange _ 

( b )  Minimum  commission  rate  schedules _ 

(c)  The  New  York  Stock  Exchange _ 

( d )  The  American  Stock  Exchange _ 

( e )  The  regional  exchanges _ 

2.  The  over-the-counter  markets  in  unlisted  securities _ 

3.  The  third  market _ 

4.  The  fourth  market _ 

5.  Underwritten  offerings _ 

6.  Private  placements _ 

C.  Factors  affecting  allocation  of  mutual  fund  brokerage  commissions. 

1.  The  creation  of  disposable  brokerage _ 

2.  The  use  of  disposable  brokerage  commissions _ 

(a)  Supplementary  investment  advice _ 

( b )  Other  services _ 

(c)  Sales  of  fund  shares _ 

3.  Allocation  techniques _ 

(a)  Reciprocity _ 

(b)  The  give-up - 

(i)  Introduction _ 

(ii)  On  the  New  York  Stock  Exchange _ 

(iii)  On  the  regional  exchanges _ 

4.  Impact  of  mutual  fund  reciprocal  and  give-up  practices _ 

(a)  Use  of  brokerage  commissions  to  benefit  the  funds. 

(i)  Reducing  advisory  fees _ 

(ii)  Allocation  of  brokerage  commissions  be¬ 
tween  sales  and  services _ 

( b )  Impact  on  portfolio  management _ 

(c)  Improper  executions - 

(i)  Transactions  in  listed  securities — Choice 

of  market _ 

(ii)  Transactions  on  national  securities  ex¬ 
changes — Choice  of  executing  brokers _ 

(iii)  Transactions  in  over-the-counter  securi¬ 
ties _ 

( d)  Impact  on  mutual  fund  sales  practices _ 


Page 

121 

121 

122 

125 

125 

126 

127 

128 
130 
132 
132 

132 

133 
138 
141 
143 
143 
147 
149 

149 

150 
152 

155 

156 
156 
156 

156 

157 
157 

157 

158 

159 
161 
161 
162 
162 
162 
163 

163 

164 
164 
167 
167 
169 

169 

170 
170 
172 
172 

172 

173 

174 

175 

175 

177 


178 

179 


TABLE  OF  CONTENTS  XV 


C.  Factors  affecting  allocation — Continued 

4.  Impact  of  mutual  fund — Continued 

(e)  The  competitive  effects  of  reciprocal  and  give-up  Paee 

practices _  180 

(i)  Competition  between  small  and  .  large 

funds _  180 

(ii)  Competition  between  member  and  non¬ 
member  dealers _  180 

(iii)  Competition  among  markets  for  listed 

securities _  182 

5.  Existing  controls  over  mutual  fund  reciprocal  and  give-up 

practices _  182 

(а)  State  regulation _  182 

(б)  The  NASD _  183 

(c)  The  national  securities  exchanges _  184 

( d )  The  Investment  Company  Institute _  184 

( e )  Federal  regulation — The  need  for  action.  -  184 

(/)  Customer-directed  give-ups -  185 

( g )  Reciprocity  and  exchange  commission  rate  schedules.  186 

(h)  Other  action _  187 

D.  Broker-affiliated  investment  companies _  188 

E.  Capital  gains  distributions _  190 

1.  Investment  company  practices _  190 

2.  Effect  on  selling  practices  and  portfolio  management _  191 

3.  The  adequacy  of  existing  regulation _  193 

F.  Insider  transactions  involving  investment  company  portfolio 

securities _  195 

1.  The  problem  of  insider  trading _  195 

2.  Industry  codes  and  guidelines _  196 

(a)  Types _  196 

( b )  Implementation _  198 

3.  Conclusions  and  recommendations _  199 

Chapter  V.  Distribution  and  Its  Cost:  , 

A.  Introduction _  201 

B.  Mutual  fund  growth  and  sales  of  fund  shares _  202 

C.  Mutual  fund  sales  loads _  204 

1.  The  basic  load _ i _  204 

2.  Quantity  discounts _  205 

3.  Allocation  of  sales  loads _  207 

4.  Competitive  pressures  on  sales  loads  and  dealer  conces¬ 

sions _  208 

D.  Comparison  of  mutual  fund  sales  loads  with  costs  of  other  secu¬ 

rities  transactions _  209 

1.  Comparison  with  exchange  commission  rates _  209 

2.  Comparison  with  costs  of  over-the-counter  transactions _  211 

3.  Comparison  with  underwriters’  spreads _  212 

4.  Conclusion _  214 

E.  Sales  loads  on  investments  of  dividend  distributions _  215 

F.  The  adequacy  of  existing  statutory  controls _  217 

1.  Disclosure _  217 

2.  Approval  of  unaffiliated  directors _  217 

3.  Statutory  limitations  on  sales  loads _  217 

4.  Retail  price  maintenance _  218 

(a)  Background  of  section  22(d) _  218 

( b )  The  uniqueness  of  section  22(d) _  219 

5.  Conclusions  and  recommendations _  221 

G.  Contractual  plans _  223 

1.  Introduction _  223 

2.  Profile  of  the  contractual  plan _  226 

(а)  Structure _  226 

(б)  Distribution _  227 

(c)  Operation  or  mechanics  of  the  contractual  plan _  227 

(i)  Goal  and  schedule _  227 

(ii)  Reminder  notices _  228 

(iii)  Investment  of  dividends  and  reinvest¬ 

ment  of  capital  gains _  228 

(iv)  Completion  insurance _  229 

(v)  Withdrawal  and  reinvestment _  229 


XVI 


TABLE  OF  CONTENTS 


Chapter  V.  Distribution  and  Its  Cost — Continued 
G.  Contractural  plans — Continued 

3.  Front-end  loading  arrangements _ 

4.  Voluntary  plans _ 

5.  The  contractual  plan  purchaser _ 

(а)  General  characteristics _ * _ 

(б)  Use  and  understanding  of  the  prospectus _ 

(c)  Redemptions  by  contractual  planholders _ 

6.  The  sales  environment _ 

7.  The  impact  of  the  front-end  load  on  investors _ 

(a)  All  contractual  planholders _ 

( b )  Noncompleting  planholders _ 

(i)  The  Special  Study  statistics _ 

(ii)  The  AMFPS  statistics _ 

8.  The  industry’s  justifications  for  the  front-end  load _ 

(а)  The  front-end  load  as  a  stimulus  to  systematic 

investing _ 

(б)  Disclosures  applicable  to  sales  of  contractual  plans. 

(c)  The  profitability  of  contractual  plan  investments. 

( d )  The  front-end  load  as  a  necessary  incentive  for 

salesmen _ 

9.  The  Commission’s  conclusions  and  recommendations  re¬ 

specting  contractual  plans _ 

10.  The  front-end  load  on  face-amount  certificates _ 

(a)  Introduction _ 

(b)  Investor  payment  experience _ 

(c)  Conclusions  and  recommendation _ 

Chapter  VI.  Mutual  Fund  Size  and  Investment  Performance: 

A.  Introduction _ 

B.  Management  problems  of  small  funds _ 

1.  Management  organizations _ 

2.  Costs  of  operation _ 

C.  Management  problems  of  large  funds _ _ _ 

D.  Investment  performance _ 

1.  Introduction _ 

2.  The  smallest  funds  (under  $1  million  at  beginning  of 

period) _ 

3.  The  small  funds  ($1  million  to  under  $5  million  at  begin¬ 

ning  of  period) _ 

4.  The  large  funds  ($300  million  and  over  at  end  of  period).. 

5.  The  largest  funds  ($1  billion  and  over  at  end  of  period)  — 

E.  Conclusions _ 

Supplemental  tables _ 

Chapter  VII.  Investment  Company  Growth  and  Market  Impact: 

A.  Introduction _ 

B.  The  growing  importance  of  institutional  investors - 

1.  The  size  of  institutional  stockholdings - 

2.  The  volume  of  institutional  trading - 

(a)  The  New  York  Stock  Exchange - 

( b )  The  regional  exchanges - 

(c)  The  third  market _ 

(d)  Secondary  distributions - . —  - 

(e)  Transactions  in  over-the-counter  corporate  securi¬ 

ties _ 

3.  Mutual  funds  as  institutional  investors - - 

C.  Mutual  fund  impact  on  stock  market  movements - 

1.  Introduction - 

2.  Mutual  funds  in  rising  markets - 

3.  Mutual  funds  in  declining  markets - 

4.  Mutual  fund  impact  on  markets  for  particular  securities.  . 

(a)  Price  impact - - 

(b)  Concentration  of  investment  company  portfolios. . 

(c)  Investment  company  holdings  in  particular  in¬ 

dustries _ 

5.  Importance  of  individual  funds  and  fund  complexes - 

(a)  Mutual  fund  growth  and  sizable  holdings - 

(b)  The  IDS  complex - 

(r)  Insurance  Securities  Trust  Fund - 

( d )  Other  funds  and  fund  complexes - 


Page 

229 

231 

232 
232 

232 

233 
233 
235 
235 

237 

238 
238 

240 

241 

242 

243 

244 

246 

247 

247 

248 

250 

251 

252 
252 
252 
255 
257 

257 

258 

259 

260 
261 
262 
264 

275 

276 
276 

278 

279 

279 

280 
282 

283 

283 

286 

286 

287 

288 
290 

290 

291 

293 

294 
294 
296 
298 
298 


TABLE  OF  CONTENTS  XVII 

Chapter  VII.  Investment  Company  Growth  and  Market  Impact — Con.  Taee 

D.  Regulatory  implications  of  institutional  investor  growth -  299 

1.  Impact  on  the  market  generally _  299 

2.  Emergency  powers _  300 

3.  Impact  on  the  market  for  individual  issues _  300 

4.  Conclusions _ 302 

E.  Mutual  funds  and  speculative  activity _  303 

1.  Speculative  activity  by  mutual  funds _  303 

2.  Speculative  activity  by  mutual  fund  investors — With¬ 

drawal  privileges _  304 

Chapter  VIII.  Investment  Company  Relationships  With  Portfolio  Com¬ 
panies: 

A.  Relationships  with  portfolio  companies  other  than  investment 

companies _  307 

1.  The  question  raised _  307 

2.  Mutual  fund  participation  in  portfolio  company  affairs —  308 

3.  Conclusions _  310 

B.  Mutual  fund  holding  companies _  311 

1.  Introduction _  311 

2.  Control  of  portfolio  companies _  314 

3.  Layering  of  costs  to  investors _  318 

(a)  Advisory  fees _  318 

(b)  Two  layers  of  administrative  expenses _  319 

( c )  A  sales  load  on  a  sales  load _  319 

4.  The  utility  of  the  fund  holding  company  as  an  investment 

vehicle _  320 

(a)  Diversification  of  investment _  320 

( b )  An  informed  choice _  321 

(c)  Avoidance  of  restrictive  investment  policies _  322 

5.  Conclusions  and  recommendations _  322 

Chapter  IX.  The  Administration  and  Enforcement  of  the  Investment 

Company  Act: 

A.  Introduction _  325 

B.  Coverage _  326 

1.  Statutory  scheme _  326 

2.  Determination  of  status _  327 

(a)  Requirement  of  good  faith  (sec.  3(b)(2)) -  327 

( b )  Section  3(c)  exclusions _  328 

(i)  Factoring,  discounting,  and  real  estate 

businesses  (sec.  3(c)(6)) _  328 

(ii)  Companies  holding  oil,  gas,  or  mineral 

royalties  or  leases  (sec.  3(c)(ll)) _  329 

(iii)  Companies  with  90  percent  of  their  in¬ 

vestment  securities  in  certain  enumer¬ 
ated  issuers  (sec.  3(c)(8)) _  329 

(iv)  Companies  registered  under  the  Public 

Utility  Holding  Company  Act  (sec. 

3(c)  (10)) _  330 

(c)  Series  companies _  330 

(i)  Definition _  330 

(ii)  Charge  of  sales  load  in  exchange  of  series 

shares  (sec.  11(b)(2)) _  331 

C.  ManagemenUshareholder  relationships _  332 

1.  Definition  of  investment  adviser  (sec.  2(a)  (19)) _  332 

2.  Strengthening  the  independent  checks  on  managements 

of  investment  companies  (secs.  10,  15,  and  32(a)) _  332 

3.  Attendance  at  directors’  meetings  (secs.  15  and  32) _  334 

4.  Assignment  of  advisory  and  underwriting  contracts  (sec. 

15) _  335 

5.  Section  17(f) _  335 

6.  Section  25(c) _  336 

7.  Substitution  of  underlying  investment  (sec.  26(a)(4)).: _  337 

8.  Shareholder  derivative  suits  (sec.  33) _  338 

D.  Administrative  and  other  proceedings _  338 

1.  Section  9 _  338 

2.  Section  36 _  340 


9 


71—588  0—66 


XVIII 


TABLE  OF  CONTENTS 


Chapter  IX.  The  Administration  and  Enforcement  of  the  Act — Continued 

E.  Formal _ 

1.  Section  2(a)  (5) _ 

2.  Section  3(c) _ 

3.  Section  3(c)  (13) _ 

4.  Section  10(c) _ 

5.  Section  15(d) _ 

6.  Section  22(d) _ 

7.  Section  24(d) _ 

8.  Section  38(a) _ 

9.  Section  43(a)  and  section  44 _ 

F.  Investment  Advisers  Act _ 

1.  Direct  disciplinary  power  over  individuals  (sec.  203) _ 

2.  Amendment  of  definition  of  investment  adviser  (secs. 

203(b)(2),  203(b)(3),  and  205) _ 

3.  Administrative  exemptions  from  the  provisions  of  the 

Investment  Advisers  Act _ 

4.  Jurisdictional  requirement _ 


Page 

341 

341 

341 

342 
342 
342 
342 

342 

343 
343 
343 

343 

344 

345 

346 


LIST  OF  TABLES 

Table  No. 

II-  1.  The  10  largest  diversified  closed-end  investment  companies 
on  June  30,  1966 _ 

II-  2.  The  10  largest  diversified  open-end  investment  companies 

on  June  30,  1966 _ 

II-  3.  The  10  largest  fund  complexes  as  of  June  30,  1966 _ 

III-  1.  Personnel  employed  by  the  investment  advisory  organiza¬ 
tions  of  the  10  largest  investment  company  complexes  as 
of  December  31,  1965 _ 

III-  2.  Nonadvisory  expenses  covered  by  the  advisory  fees  of  100 

mutual  funds _ 

III-  3.  Advisory  fee  rates  and  expense  ratios  of  externally  managed 
mutual  funds  with  June  30,  1965,  net  assets  of  $100  million 
and  over  for  their  fiscal  years  ended  July  1,1 965-June  30, 
1966 _ 

III-  4.  Comparison  of  1960  and  1965  advisory  fee  rate  schedules  of 

the  20  largest  externally  managed  funds  as  applied  to 

June  30,  1965,  net  assets - - - - 

III-  5.  Estimated  management  cost  and  expense  ratios  of  internally 
managed  diversified  investment  companies  with  Decem¬ 
ber  31,  1965,  net  assets  of  $100  million  and  over  for  their 
fiscal  years  ended  July  1,  1965-June  30,  1966 - 

III-  6.  Advisory  fee  rates  and  expense  ratios  for  fiscal  years  ended 

1953  and  1962  of  the  largest  externally  managed  funds 

as  of  June  30,  1965 _ ;-r - -- 

III-  7.  Annual  advisory  fees  chargeable  to  a  $100  million  portfolio 
under  bank  fee  schedules  for  pension  and  profit-sharing 

plans _ _ _ _ 

III-  8.  Income,  expenses,  and  profits  before  Federal  income  taxes 
of  14  mutual  fund  advisory  organizations  for  their  fiscal 

years  ended  1965 - 

III—  9.  Average  annual  income,  pre-tax  profits  and  profit  margins 
of  investment  advisers  for  their  mutual  fund  advisory  and 

distribution  operations  for  fiscal  years  ended  1961-65 - 

III— 10.  The  effect  of  advisory  fee  reductions  on  advisory  profit 
margins - : - 

III—  11.  Summary  of  shareholder  fee  litigation - -  —  --- 

IV-  1.  Allocation  of  brokerage  commissions  for  sales  and  other 

services  by  20  of  the  largest  mutual  funds  for  their  fiscal 

years  ended  July  1,  1965— June  30,  1966 - -  —  - - - 

V—  1.  Relationship  of  mutual  fund  assets,  new  shares  issued,  and 

shares  redeemed  1955-65 - : - ------- 

V—  2.  Basic  sales  loads  and  dealer  concessions  of  30  mutual  funds, 

1950  versus  1966 - - - . - - 

V-  3.  Comparison  of  sales  charges  for  acquiring  and  disposing  of 
stocks  traded  at  $40  per  share  on  the  New  York  Stock 
Exchange  with  sales  charges  for  an  equal  amount  invested 
in  mutual  fund  shares - 


44 

45 
48 

88 

91 

98 

101 

103 

112 

115 

122 

124 

125 
154 

166 

203 

208 

210 


TABLE  OF  CONTENTS 


XIX 


Table  No. 

V-  4.  Comparison  of  year-end  values  of  voluntary  and  contractual  Pase 

plans  in  a  balanced  fund _  237 

V-  5.  Status  of  4  AMFPS  members’  contractual  plan  accounts 

10  or  12  years  after  being  opened _  239 

V-  6.  Payments  experience  as  of  the  end  of  1961  for  2,000  Investors 

Syndicate  of  America  face-amount  certificates  sold  during 

July  1941  and  January  1945 _  249 

VI-  1.  Mutual  fund  portfolio  turnover  rates  by  size  group  for  funds 
with  fiscal  years  ended  December  31,  1964-October  31, 

1965 _  254 

VI-  2.  Performance  of  the  smallest  mutual  funds  for  the  5-  and 

10-year  periods  ended  December  31,  1965 _  258 

VI-  3.  Performance  of  small  mutual  funds  for  the  5-  and  10-year 

periods  ended  December  31,  1965 _  260 

VI-  4.  Performance  of  large  mutual  funds  for  the  5-  and  10-year 

periods  ended  December  31,  1965 _  261 

VI-  5.  Performance  of  the  smallest  mutual  funds  by  size  and  invest¬ 
ment  objective  for  the  5-  and  10-year  periods  ended 

December  31,  1965 _  264 

VI-  6.  Performance  of  small  mutual  funds  by  size  and  investment 
objective  for  the  5-  and  10-year  periods  ended  December 

31,  1965 _ 264 

VI-  7.  Performance  of  large  mutual  funds  by  size  and  investment 
objective  for  the  5-  and  10-year  periods  ended  December 
31,  1965 _  265 

VI-  8.  Performance  of  growth  funds,  by  size,  for  the  5-year  period 

1961-65 _  266 

VI-  9.  Performance  of  growth-income  funds,  by  size,  for  the  5-year 

period  1961-65 _  267 

VI- 10.  Performance  of  balanced  funds,  by  size,  for  the  5-year  period 

1961-65 _  268 

VI-11.  Performance  of  income  funds,  by  size,  for  the  5-year  period 

1961-65 _ 269 

VI-12.  Performance  of  growth  funds,  by  size,  for  the  10-year  period 

1956-65 _  270 

VI-13.  Performance  of  growth-income  funds,  by  size,  for  the  10-year 

period  1956-65 _  271 

VI-14.  Performance  of  balanced  funds,  by  size,  for  the  10-year 

period  1956-65 _  272 

VI-15.  Performance  of  income  funds,  by  size,  for  the  10-year  period 

1956-65 _  273 

VII-  1.  Total  assets  and  stockholdings  of  selected  financial  institu¬ 
tions  and  others,  yearends  1940-65 _  276 

VII-  2.  Purchases  and  sales  of  common  stock  by  selected  financial 

institutions,  1953-65 _  278 

VII-  3.  Market  value  of  stock  sales  effected  on  the  New  York  Stock 
Exchange,  the  American  Stock  Exchange,  and  the  major 

regional  stock  exchanges,  1950-65 _  279 

VII-  4.  Volume  on  New  York  Stock  Exchange,  regional  stock  ex¬ 
changes,  and  the  third  market  for  50  selected  New  York 
Stock  Exchange  listed  stocks,  for  the  6  months  ended 

June  30,  1965 _  281 

VII-  5.  Annual  turnover  rates  of  common  stockholdings  by  selected 
financial  institutions  and  on  the  New  York  Stock  Ex¬ 
change,  1960-65 _ 285 

VII-  6.  Net  acquisitions  of  preferred  and  common  stock  issues  by 

selected  financial  institutions  and  others,  1955-65,. _  288 

VII-  7.  The  30  largest  common  stock  holdings  of  425  investment 

companies  as  of  December  31,  1964 _  292 

VII-  8.  Holdings  of  78  investment  companies  in  21  selected  aero¬ 
space  and  airline  issues  as  of  Dec.  31,  1965 _  293 

VII-  9.  Net  capital  inflow  and  common  stock  issues  held  in  1958 

and  1964  by  10  large  mutual  funds _  295 

VIII-  1.  Investment  company  holdings  of  the  Fund  of  Funds,  Ltd., 

as  of  June  30,  1966 _  313 

VIII-  2.  Mutual  fund  management  company  holdings  of  the  Fund 

of  Funds,  Ltd.,  as  of  June  30,  1966 _  314 


XX 

Chart  No. 
V-l. 

VI- 1. 
VII-1. 


TABLE  OF  CONTENTS 
LIST  OF  CHARTS 

Average  percentage  of  payments  at  work  for  mutual  fund  Page 
investors,  voluntary  plan  versus  contractual  plan,  10-year 


plan -  236 

Mean  annual  operating  expense  ratios  of  mutual  funds  as  per¬ 
cent  of  net  assets  for  5-year  period  1961-65 _  253 

Sales  and  redemptions  of  mutual  fund  shares _  284 


CHAPTER  I 

BACKGROUND,  SCOPE,  AND  SUMMARY 


A.  INTRODUCTION 

This  report  is  submitted  pursuant  to  section  14(b)  of  the  Investment 
Company  Act  of  1940  (“Act”)  which  authorizes  the  Securities  and 
Exchange  Commission  (“Commission”)  “at  such  times  as  it  deems 
that  any  substantial  further  increase  in  size  of  investment  companies 
■creates  any  problem  involving  the  protection  of  investors  or  the  pub¬ 
lic  interest  to  make  a  study  and  investigation  *  *  *  and  from  time 
to  time  to  report  the  results  *  *  *  and  its  recommendations  to  the 
Congress.” 

The  Act  has  not  been  materially  amended  since  its  passage  in 
1940.  Although  the  Commission’s  annual  reports  to  Congress  have 
given  considerable  attention  to  the  investment  company  industry, 
this  is  the  Commission’s  first  report  to  the  Congress  pursuant  to  sec¬ 
tion  14(b).  This  report  describes  the  dramatic  growth  of  and  the 
substantial  changes  in  the  investment  company  industry  since  1940 
and  discusses  the  major  public  policy  implications  of  that  growth  and 
of  those  changes.  It  examines  the  extent  to  which  the  Act  meets  the 
needs  of  today  and  the  probable  needs  of  tomorrow,  and  presents  the 
Commission’s  program,  including  recommendations  for  legislation,  to 
enhance  the  effectiveness  with  which  the  Act’s  provisions  implement 
its  fundamental  policy:  to  “mitigate,  and  so  far  as  is  feasible,  *  *  * 
eliminate  *  *  *  conditions  *  *  *  which  adversely  affect  the  public 
interest  and  the  interest  of  investors.”  1 

In  this  report  the  Commission  finds  that  on  the  whole  the  invest¬ 
ment  company  industry  reflects  diligent  management  by  competent 
persons.  The  flagrant  abuses  which  prevailed  prior  to  1940  and 
prompted  the  enactment  of  the  Act  have  to  a  significant  extent  been 
eliminated.  Under  the  guidelines  established  by  the  Act  the  invest¬ 
ment  company  industry  has  acted  responsibly  to  provide  a  useful  and 
desirable  means  for  investors  to  obtain  diversification  of  investment 
risks  and  professional  investment  management.  Thus,  this  report 
should  not  impair  public  confidence  in  investment  companies.  How¬ 
ever,  the  growth  and  change  in  the  investment  company  industry, 
particularly  during  the  past  decade,  raises  important  questions  of 
public  policy,  including,  among  others,  the  cost  to  investors  of  par¬ 
ticipation  in  the  securities  markets  through  mutual  funds.  To  a  large 
extent  these  questions  are  attributable  to  the  unique  structure  of  the 
mutual  fund  industry  which  interferes  with  the  ability  of  fund 
managements  to  resolve  them  in  the  interest  of  mutual  fund  share¬ 
holders. 

No  attempt  has  been  made  in  this  report  to  assess  the  merits  of 
investment  company  securities  relative  to  other  types  of  securities 

i  Act,  sec.  1(b)  (concluding  paragraph). 
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or  to  analyze  the  securities  of  particular  investment  companies.2 
That  is  not  the  purpose  of  this  report.  Its  primary  purpose  is  to 
describe  and  assess  the  growth  of  the  investment  company  industry, 
particularly  its  mutual  fund  sector,  and  to  present  recommendations 
for  changes  in  the  Federal  law  applicable  to  investment  companies  that 
mil,  the  Commission  believes,  assure  fairer  treatment  to  the  millions 
of  Americans — most  of  them  of  modest  means — whose  appraisal  of 
their  own  needs  and  circumstances  has  led  them  to  invest  many  bil¬ 
lions  of  dollars  in  those  companies. 


B.  INVESTMENT  COMPANY  GROWTH 

In  little  more  than  a  quarter  of  a  century  American  investment 
companies  have  become  an  investment  medium  of  major  significance. 
At  the  end  of  1940,  investment  company  assets  were  about  $2.1  billion. 
By  June  30,  1966,  they  had  increased  to  $46.4  billion.  Particularly 
striking  has  been  the  growth  of  the  open-end  sector  of  the  investment 
company  industry — -the  so-called  mutual  funds  whose  shares  are 
redeemable  by  shareholders  at  net  asset  value.  Mutual  fund  net 
assets  have  grown  from  about  $450  million  at  the  end  of  1940  to  about 
$38.2  billion  on  June  30,  1966.  Although  the  assets  of  the  funds 
increased  by  about  eight  times  between  1940  and  1952,  their  growth 
has  been  even  more  striking  in  recent  years.  Mutual  fund  assets, 
which  were  only  about  $4  billion  at  the  end  of  1952,  had  more  than 
tripled  by  the  end  of  1958  when  they  stood  at  $13.2  billion.  And 
from  the  end  of  1958  to  mid-1966,  the  assets  of  the  funds  almost 
tripled  again,  so  that  mutual  fund  assets  in  the  middle  of  1966  were 
more  than  nine  times  their  size  at  the  end  of  1952. 

The  growth  of  mutual  funds  has  been  accompanied  by  a  dramatic 
increase  in  the  number  of  mutual  fund  investors.  In  1940  there  were 
slightly  less  than  300,000  mutual  fund  shareholder  accounts.  By  the 
end  of  1965  this  figure  had  grown  to  over  6.7  million.3  ^  More  than 
3.5  million  investors  now  hold  mutual  fund  shares.4  The  present 
economic  importance  of  the  mutual  fund  industry  can  be  gauged  from 
the  fact  that  in  1965  mutual  funds  raised  almost  $5.2  billion  through 
the  issuance  of  new  shares,  more  than  double  the  $2.3  billion  in  new 
stock  sold  for  cash  in  the  United  States  during  that  year  by  all  corpora¬ 
tions  other  than  investment  companies.  The  growth  of  the  industry 
as  a  whole  has  been  exceeded  in  many  instances  by  that  of  individual 
funds.  In  mid-1966  there  were  19  mutual  funds  each  of  which  held 
assets  greater  than  those  of  the  entire  mutual  fund  industry  at  the 
end  of  1940. 

C.  BACKGROUND  OF  THE  REPORT 


1.  The  Wharton  Report 

The  report  that  the  Commission  now  makes  had  its  genesis  in  1958 
when  the  investment  company  industry  was  much  smaller  than  it 
is  today  and  when  its  mutual  fund  sector  grew  from  $8.7  billion 
at  the  beginning  of  the  year  to  $13.2  billion  a  little  more  than 


2  The  Commission  has  traditionally  regarded  this  type  of  analysis  asbeingoutsKle  the  ‘ts  ''e' 

sponsibilities.  Cf.  Report  of  the  Special  Study  of  the  Securities  Markets,  H.  Doc.  No.  95,  88th  Cong., 
1st  sess.  (“Special  Study”),  pt.  1,  IV. 

3  Source:  Investment  Company  Institute. 

T^^numbe/of  mu tuammd  shareholder  “accounts”  is  almost  double  the  number  of  mutual  fund  “share¬ 
holders”  because  many  investors  hold  shares  in  two  or  more  funds. 
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one-third  its  present  size — at  the  end  of  the  year.  In  that  year  the 
Commission  authorized  the  Securities  Research  Unit  of  the  Wharton 
School  of  Finance  and  Commerce  of  the  University  of  Pennsylvania 
to  make  a  study  pursuant  to  section  14(b)  of  the  Act  and  to  submit  a 
report  to  the  Commission.  The  Commission  originally  asked  for  a 
report  concentrating  on  mutual  funds  that  would  “be  primarily 
directed  to  the  question  of  the  effects  of  size  on  investment  policies 
and  comparative  performance  of  investment  companies  and,  to  the 
extent  possible,  to  the  effects  of  size  of  investment  companies  on  the 
securities  markets  and  on  the  policies  of  portfolio  companies.”  5  It 
soon  became  clear,  however,  that  the  effects  of  increases  in  the  size  of 
investment  companies  could  not  be  fully  understood  without  a  study 
of  the  relationships  between  mutual  funds  and  their  investment 
advisers,  principal  underwriters,  and  portfolio  brokers.  Accordingly, 
when  the  original  part  of  the  Wharton  Report  was  nearing  completion, 
the  Commission  asked  that  it  be  expanded  to  include  an  analysis  of 
these  areas. 

The  Wharton  Report  was  delivered  to  the  Commission  in  August  of 
1962  and  was  submitted  to  the  Congress  at  the  end  of  that  month.  It 
was  the  most  comprehensive  analysis  of  the  mutual  fund  industry 
since  the  Commission’s  Investment  Trust  Study,6  which  led  to  the 
enactment  of  the  Investment  Company  Act  of  1940.  The  Wharton 
Report  presented  much  factual  material  about  mutual  funds  and 
identified  areas  in  which  problems  appeared  to  exist.  It  concluded 
that  “the  more  important  current  problems  in  the  mutual  fund 
industry  appear  to  be  those  which  involve  potential  conflicts  of 
interest  between  fund  management  and  shareholders,  the  possible 
absence  of  arm’s  length  bargaining  between  fund  management  and 
investment  advisers,  and  the  impact  of  fund  growth  and  stock  pur¬ 
chases  on  stock  prices.”  7 

2.  The  Special  Study 

In  September  1961,  while  the  Wharton  Report  was  being  prepared, 
Congress  added  section  19(d)  to  the  Securities  Exchange  Act  of  1934, 
authorizing  and  directing  the  Commission  “to  make  a  study  and  in¬ 
vestigation  of  the  adequacy,  for  the  protection  of  investors,  of  the 
rules  of  the  national  securities  exchanges  and  national  securities  asso¬ 
ciations.”  A  detailed  study  of  the  securities  business  and  the  secur¬ 
ities  markets  followed,  which  resulted  in  a  report  that  was  submitted 
to  Congress  in  five  parts  during  1962  and  1963. 8  That  report  has 
become  known  as  the  “Special  Study.” 

The  Special  Study  treated  aspects  of  the  mutual  fund  industry 
which  fell  outside  the  scope  of  the  Wharton  Report.  The  Special 
Study’s  examination  of  the  mutual  fund  area  was  primarily  concerned 
with  the  way  in  which  mutual  fund  shares  are  sold  and  with  the 
special  problems  involved  in  the  sale  of  so-called  “contractual  plans” 
for  the  acquisition  of  mutual  fund  shares.  It  also  examined  the 
factors  that  influence  the  way  in  which  the  brokerage  commissions 
paid  by  the  funds  for  the  purchase  and  sale  of  portfolio  securities  is 
allocated  and  the  potential  conflicts  of  interest  arising  from  “insider” 
trading  in  securities  being  purchased  or  sold  by  the  funds. 

5  Wharton  School  of  Finance  and  Commerce,  A  Study  of  Mutual  Funds,  H.  Rept.  No.  2274,  87th  Cong., 
2d  sess.  1  (1962)  (hereinafter  referred  to  as  the  “Wharton  Report”). 

8  SEC  Report  on  Investment  Trusts  and  Investment  Companies  (1938-40). 

7  Wharton  Report  p.  X. 

•  See  note  2,  supra. 
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3.  Commission  Review 

The  Wharton  Report  was  a  report  to  the  Commission,  not  by  the 
Commission.  It  was  an  analytical  study  that  made  no  recommenda¬ 
tions  for  legislative  or  administrative  action.  The  Special  Study,  on 
the  oth6r  hand,  did  make  recommendations;  but  those  were  the  recom¬ 
mendations  of  the  staff  which  prepared  the  Study,  not  of  the  Com¬ 
mission.  It  remained  for  the  Commission  to  evaluate  the  Special 
Study’s  recommendations  against  the  background  of  the  basic  ques¬ 
tions  posed  by  the  Wharton  Report  and  of  its  own  experience  in 
administering  the  Federal  securities  statutes.9  The  Commission 
transmitted  the  Wharton  Report  to  the  Congress,  stating  that  it 
would  evaluate  the  public  policy  questions  raised  by  the  report  “as 
part  of  a  comprehensive  program  of  study  *  *  *  with  a  view  to 
determining  and  formulating  such  legislative,  rule,  and  enforcement 
proposals,  if  any,  as  may  be  desirable  and  thereafter  reporting  to  the 
Congress.”  10 

To  aid  it  in  this  task,  the  Commission  directed  its  staff  to  make 
further  inquiries.  In  these  subsequent  studies,  the  Commission’s 
staff  sought  to  test  the  conclusions  of  the  Wharton  and  Special  Study 
Reports  by  an  intensive  firsthand  examination  of  a  cross  section  of  the 
investment  company  industry.  The  group  of  companies  selected  for 
this  purpose  reflected  vaiying  patterns  of  organization  within  the  in¬ 
dustry  and  consisted  of  33  companies  with  total  assets  on  June  30, 
1966,  of  more  than  $13  billion — over  27  percent  of  all  investment  com¬ 
pany  assets  on  that  date.11  The  staff  also  studied  the  operations  of 
small  mutual  funds  that  were  not  associated  with  large  investment 
company  groups  and  interviewed  the  managements  of  other  invest¬ 
ment  companies,  officers  of  other  financial  institutions  as  well  as 
broker-dealers  who  sell  mutual  fund  shares  and  who  handle  portfolio 
transactions  for  investment  companies  and  other  institutions.12 

Extensive  use  has  been  made  of  information  in  the  Commission’s 
files.13  Statistics  derived  from  that  source  14  have  been  supplemented 
by  additional  data  obtained  from  the  Investment  Company  Institute 
(“ICI”)15  and  from  the  Association  of  Mutual  Fund  Plan  Sponsors, 
Inc.  The  Commission  is  most  appreciative  of  the  cooperation  and 
assistance  that  it  has  received  from  both  of  these  organizations  and 
from  many  persons  in  the  investment  company  and  securities 
industries. 


9  When  the  Commission  forwarded  the  Special  Study  to  the  Congress  it  said  in  its  letter  of  transmittal: 
“The  examination  of  the  securities  markets  and  the  writing  of  the  report  have  been  done  by  a 
group  *  *  *  designated  the  Special  Study  of  Securities  Markets  •  The  Special  Study  was  given 
freedom  to  analyze  and  point  out  problems  as  they  appeared  to  it;  the  judgments,  analyses,  and 

recommendations  in  this  report  are  those  of  the  Special  Study  and  not  the  Commission.  However,  the 
Commission  has  worked  very  closely  with  the  study  throughout  and  has  gone  over  every  section  of  the  re¬ 
port.  We  believe  that  the  report  is  a  thoroughly  responsible  document.  We  do  not  embrace  every  recom¬ 
mendation  as  our  own,  but  we  do  accept  them  as  a  sound  point  of  departure  for  proposals  to  the  Congress, 
for  rulemaking  by  the  Commission  and  by  the  self-regulatory  agencies  and  for  discussions  with  the  industry. 
Like  the  study,  we  at  the  same  time  recognize  the  complexities  and  subtleties  of  the  problems  presented. 
Special  Study,  pt.  1,  IV-V. 

"  Twenty  on these^n vestment  companies  were  typical  mutual  funds  charging  a  sales  load,  five  were  unit 
investment  trusts  issuing  contractual  plans,  two  were  no-load  funds,  two  were  closed-end  investment  com¬ 
panies  two  were  exchange  funds,  and  two  were  face-amount  certificate  companies.  For  discussion  of  these- 

nipt  ion  of  the  Special  Study,  were  also  germane  to  the  investment  company  area  and  to  this  report. 

P  is  On  Jan.  25, 1965,  the  Commission  revised  and  broadened  theannua I  re P°r.tsl^t  ™ 

files.  June  30  net  asset  figures  come  from  annual  reports  filed  with  the  Commission  by  each  registerea 
mv^tment  TOmpany^  &bout  Q3  percent  of  a]1  mutual  fund  assets. 
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D.  SCOPE  OF  THE  REPORT 

This  is  not  a  report  on  every  phase  of  the  investment  company 
industry.  It  focuses  primarily  on  the  areas  where  the  mutual  fund 
industry’s  growth  raises  questions  as  to  the  present  adequacy  of  the 
regulatory  pattern  fashioned  in  1940.  Relatively  little  attention  is 
given  to  the  many  areas  in  which  that  pattern  still  works  well  and  as  to 
which  the  Commission  sees  no  need  for  additional  legislation  at  the 
present  time.  Thus,  little  mention  is  made  here  of  the  problems  with 
which  this  Commission  was  most  concerned  when  it  made  an  exhaus¬ 
tive  inquiry  into  the  investment  company  industry  during  the  late 
1930’s.  On  the  abuses  which  plagued  the  investment  company 
industry  prior  to  1940,  the  Act  has  been  and  continues  to  be  an 
effective  check.  The  investment  company  industry  that  the  Com¬ 
mission  has  been  examining  has  grown  to  a  size  unforeseen  in  1940. 
That  growth,  especially  the  phenomenal  growth  of  the  mutual  funds — 
raises  issues  of  significant  public  concern.16  This  is  for  the  most  part 
a  report  on  public  policy  implications  of  investment  company  growth. 

Problems  presented  by  small  business  investment  companies,  ex¬ 
change  funds  and  other  specialized  types  of  investment  companies 
are  not  treated  in  detail.  To  the  extent  that  major  public  policy 
issues  have  arisen  in  these  areas  they  concern  matters  largely  out¬ 
side  the  range  of  this  Commission’s  responsibilities.  For  example, 
the  regulation  of  small  business  investment  companies  is  primarily 
the  responsibility  of  the  Sr^all  Business  Administration.  And  the 
legislative  question  with  respect  to  exchange  funds  is  one  of  tax 
policy  rather  than  one  of  investor  protection.  In  the  investor  pro¬ 
tection  area  for  which  this  Commission  is  responsible  there  is  no 
present  need  for  extensive  amendments  to  the  Federal  securities 
statutes  so  as  to  make  snecial  provision  for  these  types  of  companies. 

One  of  the  most  striking  characteristics  of  the  investment  company 
business  is  its  unusually  dynamic  character.  Its  history  has  been 
marked  by  rapid  and  far-reaching  change,  and  the  pace  of  change  is 
especially  swift,  at  the  present  time.  Accordingly,  this  report  dis¬ 
cusses  recent  noteworthy  trends,  some  of  which  did  not  appear  sig¬ 
nificant  until  the  report  was  nearing  completion.  One  such  develop¬ 
ment  is  the  formation  of  investment  companies  for  the  purpose  of 
investing  in  the  securities  of  other  investment  companies.  Another 
is  the  grow.ng  stress  of  a  sizable  l  umber  of  mutual  fin  ds  on  aggressive 
short-term  trading  rather  than  the  more  traditional  objective  of  long- 
run  investment,  a  pnenomenon  that  has  been  accompanied  by  the 
increasing  use  of  mutual  fund  shares  as  vehicles  for  speculation  rather 
than  as  media  for  investment. 

The  implications  of  other  recent  developments  are  as  yet  too 
uncertain  to  permit  extensive  discussion.  Noteworthy  in  this  con¬ 
nection  are  the  questions  raised  by  the  entry  into  the  investment 
company  industry  of  conglomerate  corporations  whose  primary  busi¬ 
ness  interests  lie  in  nonfinancial  fields.17  Control  of  an  investment 
company  or  of  a  group  of  investment  companies — even  a  company 
or  a  group  that  is  quite  small  by  the  standards  of  today’s  invest- 

>e  Wharton  Report  X. 

Mutual  funds  with  assets  of  over  $800  million  are  now  controlled  by  industrial  companies.  And  other 
nonfinancial  corporations  never  previously  involved  in  the  mutual  fund  field  or  in  the  securities  business 
have  from  time  to  time  given  serious  consideration  to  the  acquisition  of  control  over  existing  or  the  launch¬ 
ing  of  new  mutual  funds.  See  n.  93  on  p.  46,  infra. 
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ment  company  industry — carries  with  it  control  of  a  sizable  pool 
of  investment  capital.  The  owners  of  that  capital  are  the  invest¬ 
ment  company’s  shareholders.  But  it  is  the  company’s  managers 
who  decide  how  the  shareholders’  capital  is  to  be  used.  When 
this  power  of  decision  is  held  by  a  corporation  for  whom  investment 
management  is  ancillary  to  the  direct  operation  of  business  enterprises, 
that  corporation  may  be  tempted  to  use  the  resources  of  its  controlled 
investment  company  to  further  its  noninvestment  company  interests. 
For  example,  the  controlling  corporation  may  cause  the  investment 
company  to  acquire  a  substantial  block  of  the  securities  of  a  principal 
supplier  to  or  an  important  customer  of  one  of  its  operating  divisions. 
Of  course,  such  an  acquisition  can  be  motivated  by  bona  fide  invest¬ 
ment  judgment.  But  it  can  also  be  motivated  by  the  controlling 
company’s  desire  to  obtain  assured  sources  of  supply,  lower  prices, 
a  captive  market  or  other  benefits  for  the  operating  divisions  that 
are  of  primary  interest  to  it. 

As  yet,  the  involvement  of  conglomerate  corporations  in  the  invest¬ 
ment  company  field  is  limited.  And  nothing  has  come  to  the  Com¬ 
mission’s  attention  to  indicate  that  the  industrial  corporations  that 
have  acquired  investment  company  interests  have  in  fact  deployed 
the  companies’  resources  so  as  to  promote  their  own  interests  in  other 
businesses  at  the  expense  of  investment  company  shareholders. 

The  recent  and  sometimes  sudden  emergence  of  trends  such  as  this 
makes  it  impossible  to  foresee  with  certainty  at  this  tune  whether  in¬ 
dustry  change  and  growth  will  lead  to  regulatory  problems  other  than 
those  discussed  in  this  report.  The  Commission,  therefore,  will  eval¬ 
uate  on  a  continuing  basis  the  implications  of  change  in  this  growing 
and  very  important  segment  of  the  securities  industry.  Should  new 
developments  call  for  further  revision  of  the  Act,  the  Commission 
will  communicate  its  views  and  the  reasons  on  which  they  are  based 
to  Congress. 

E.  OUTLINE  OF  THE  REPORT 


The  report  consists  of  nine  chapters.  This  chapter  describes  its 
background  and  scope  and  summarizes  its  contents.  Chapter  11 
outlines  the  industry  structure  and  the  regulatory  framew-ork  that 
give  rise  to  the  specific  matters  discussed  in  subsequent  chapters 
It  describes  the  investment  company  industry,  the  background  and 
provisions  of  the  Investment  Company  Act,  and  the  pertinent  findings 
of  the  Wharton  Report  and  Special  Study.  T 

Chapter  III  discusses  the  management  function  and  its  cost,  it 
deals  with  the  question  of  whether  the  Act’s  controls  over  managerial 
compensation  are  adequate  in  view  of  the  present  size  of  the  mutual 
fund  industry  and  of  its  probable  future  growth.  Chapter  IV  dis¬ 
cusses  questions  raised  in  connection  with  the  execution  of  investment 
company  portfolio  transactions,  including  those  arising  out  oi  the 
allocation  of  mutual  fund  portfolio  brokerage,  close  affiliations  between 
investment  companies  and  the  brokers  through  whom  the  companies 
buy  and  sell  securities,  distributions  of  realized  capital  gains  and 
transactions  by  persons  affiliated  with  investment  companies  in 
securities  being  bought  or  sold  by  such  companies.  Chapter  V  eval¬ 
uates  mutual  fund  sales  charges  and  their  fairness  to  investors. 

Chapter  VI  examines  the  relationship  between  mutual  fund  size  and 
performance.  Chapter  VII  considers  the  impact  of  mutual  fund 
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growth  and  of  the  increasing  importance  of  other  institutional  in¬ 
vestors,  particularly  pension  funds,  on  the  securities  markets.  Chap¬ 
ter  VIII  discusses  questions  relating  to  investment  company  relation¬ 
ships  with  portfolio  companies,  with  stress  on  those  raised  by  the 
recent  emergence  of  mutual  funds  which  invest  primarily  in  the 
securities  of  other  investment  companies.  Chapter  IX  discusses  the 
need  for  a  number  of  changes  in  the  Act  in  areas,  which  though  im¬ 
portant,  are  narrower  than  those  treated  in  earlier  chapters. 

F.  SUMMARY  OF  THE  REPORT 

1.  Chapter  II. — The  Investment  Company  Industry 

(a)  The  coverage  oj  the  Act 

The  basic  definitions  of  an  investment  company  under  the  Act 
include  most  arrangements  by  which  persons  invest  funds  in  a  com¬ 
pany  which  itself  invests  in  securities.18  However,  not  every  company 
which  falls  within  these  definitions  is  regulated  under  the  Act.  Thus, 
the  Act  is  inapplicable  to  companies  for  whom  security  ownership 
is  a  means  of  controlling  and  operating  businesses  and  which  are  not 
primarily  engaged  in  investing  in  securities.  Companies  that  have  no 
more  than  100  security  holders  and  are  neither  offering  nor  proposing 
to  offer  their  securities  to  the  public  are  specifically  exempted.19 

Other  categories  of  business  enterprises  that  meet  the  basic  statutory 
definitions  but  are  specifically  excluded  from  regulation  under  the 
Act  are  banks,  savings  and  loan  associations,  insurance  companies 
and  certain  other  types  of  companies  most  of  which  are  subject  to 
State  or  Federal  regidation  under  statutes  other  than  the  Act.  An 
excluded  company  can  however  create,  and  some  insurance  companies 
and  banks  have  created,  or  propose  to  create,  investment  companies 
subject  to  regulation  under  tne  Act.20 

The  Congress  has  given  to  the  Commission  broad  exemptive  powers 
that  enable  it  to  deal  with  exceptional  situations  in  which  regulation 
under  the  Act  is  inappropriate.21 

( b )  Types  of  investment  companies 

The  Act  divides  regulated  investment  companies  into  three  types: 
(1)  face-amount  certificate  companies;  (2)  unit  investment  trusts;  and 
(3)  management  companies. 

(i)  Face-amount  certificate  companies. — Face-amount  certificate  com¬ 
panies  issue  certificates  obligating  the  companies  to  pay  at  maturity 
fixed  sums  (the  face  amounts  of  the  certificates)  to  purchasers  who 
have  made  single  payments  or  a  series  of  installment  payments.22 
Rates  of  return  on  the  certificates  are  almost  entirely  predetermined. 

(ii)  Unit  investment  trusts. — Unit  investment  trusts  sell  redeemable 
interests  in  fixed  portfolios  of  specified  securities.  At  one  time  most 
such  trusts  held  diversified — but  predetermined — portfolios.  Today, 
most  unit  investment  trusts  are  simply  mechanisms  for  selling  the 
shares  of  a  management  investment  company  on  an  installment 
payment  basis.23 

18  Note  1  on  p.  33,  infra. 
i»  Pp.  34-35,  infra, 
so  Pp.  35-37,  infra. 

21  Pp.  34-37,  infra. 

22  Pp.  37-38,  infra. 

23  P.  38,  infra. 
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(iii)  The  management  companies. — The  Act  classifies  as  a  manage¬ 
ment  company  any  investment  company  that  is  neither  a  face- 
amount  certificate  company  nor  a  unit  investment  trust.  Since 
management  companies  cover  a  wide  spectrum  of  the  investment 
company  industry,  and  since  they  are  far  more  numerous  and  their 
assets  far  greater  than  the  face-amount  certificate  companies  and  the 
unit  investment  trusts,  this  report  is  principally  about  them.24 

There  are  four  kinds  of  management  companies:  (1)  diversified — 
open-end,  (2)  non-diversified — open-end,  (3)  diversified — closed-end, 
and  (4)  non-diversified — closed  end.25 

Diversified  companies  invest  in  the  securities  of  many  different 
issuers,  while  non-diversified  companies  invest  in  the  securities  of 
relatively  small  numbers  of  issuers  or  indeed  of  a  single  issuer.26 

Diversified  companies  are  able  to  pass  their  income  on  to  their 
shareholders  free  from  any  Federal  corporate  income  tax.27  The 
diversified  companies  hold  more  than  80  percent  of  all  management 
investment  company  assets  and  have  many  more  shareholders  than 
the  non-diversified  companies. 

Open-end  companies,  commonly  referred  to  as  “mutual  funds,” 
issue  “redeemable”  securities — i.e.,  securities  whose  holders  have  a 
right  to  obtain  from  the  company  their  proportionate  share  of  the 
companies  net  assets  or  the  cash  equivalent.  Open-end  shares  nor¬ 
mally  are  bought  from  and  redeemed  by  the  company  through  its 
principal  underwriter.  Almost  all  open-end  companies  offer  and  sell 
new  shares  of  their  own  stock  on  a  continuous  basis. 

A  company  that  has  not  issued — and  is  not  offering  to  issue  a  re¬ 
deemable  security  is  a  “closed-end”  company.  In  contrast  to  the 
open-ends,  closed-end  companies  neither  redeem  outstanding  securities 
nor  engage  in  the  continuous  sale  of  new  securities.  They  operate 
with  relatively  fixed  supplies  of  capital.  In  other  respects  the  diver¬ 
sified  closed-end  companies  are  quite  similar  to  mutual  funds.  The 
shares  of  closed-end  companies  are  normally  bought  and  sold  on 
securities  exchanges  and  in  the  over-the-counter  securities  markets. 


(c)  Mutual  fund  structure 

Although  a  few  mutual  funds  are  managed  along  conventional  cor¬ 
porate  lines  by  their  own  officers  and  directors,  most  of  them  are 
formed,  promoted,  and  managed  by  external  organizations  that  are 
separately  owned  and  operated.  These  separate  organizations  aie 
usuallv  designated  as  “investment  advisers.”  28  The  advisers  select 
the  funds’  investments  and  operate  or  supervise  most  other  aspects 
of  their  business.  In  return  for  their  services  they  receive  an  advisory 
fee.  The  fee  is  almost  always  a  percentage  of  the  value  of  the  fund  s 
net  assets,  fluctuating  upward  or  downward  as  the  value  ol  the 

portfolio  changes.29  .  ,  t  „ 

Often  a  single  adviser  organizes  and  manages  a  group  ot  tunas  a 

“fund  complex.”  Through  the  complex,  one  adviser  can  appeal  to  a 
broad  cross-section  of  investors  with  differing  investment  objectives. 
Thus  the  same  adviser  may  manage  a  balanced  fund,  i.e.,  one  whose 
portfolio  includes  bonds  and  preferred  as  well  as  common  stocks;  a 


2  4  p.  39,  infra. 

25  Ibid. 

26  pp.  39-40,  infra. 

27  Pp.  40-41,  79-82,  infra. 
2f  p.  46,  infra. 

2«  Ibid. 
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common  stock  fund  stressing  capital  appreciation;  and  a  third  fund 
stressing  current  income.30 

The  function  of  selling  new  fund  shares  generally  is  contracted  out 
to  an  organization  called  a  “principal  underwriter”  which  in  most 
cases  is  either  the  adviser  itself  or  a  close  affiliate.31  Since  mutual 
funds  are  constantly  buying  and  selling  securities  for  their  portfolios, 
they  incur  substantial  brokerage  costs.  Fund  adviser-underwriters 
often  allocate  substantial  portions  of  this  brokerage  to  their  affiliated 
brokerage  firms  or  to  securities  dealers  who  sell  fund  shares.32 

(d)  Distribution  of  mutual  fund  shares 

Most  purchasers  of  mutual  fund  shares  pay  a  sales  charge  or  “sales 
load” — usually  8.5  percent  of  the  total  purchase  price,  which  amounts 
to  9.3  percent  of  the  net  amount  actually  invested — when  they  buy 
fund  shares.33  The  sales  load,  which  is  by  far  the  most  important 
expense  incident  to  a  mutual  fund  investment,  does  not  go  to  the  fund 
itself  but  to  its  principal  underwriter,  retail  dealers  and  salesmen  who 
sell  fund  shares.  It  pays  only  for  selling  effort.  Of  course,  where 
sales  of  fund  shares  exceed  redemptions  additional  costs  are  sustained 
when  the  new  money  is  invested  in  portfolio  securities.  Investors 
in  the  so-called  “no-load”  funds — of  which  there  are  about  60  at  the 
present  time — pay  no  sales  charge  of  any  kind  in  connection  with 
their  purchases  of  mutual  fund  shares.34 

Principal  underwriters  use  two  different  distribution  techniques. 
Some  confine  themselves  to  wholesaling  and  leave  the  actual  selling 
to  independent  retail  dealers.  Others  have  their  own  retail  sales 
organizations  called  “captive  sales  forces.”  In  either  case,  the  growth 
of  the  funds  through  the  sale  of  new  shares  increases  the  advisory, 
the  underwriting  and,  in  an  appreciable  number  of  instances,  the 
brokerage  income  of  those  who  control  them.35 

(e)  The  pattern  of  Federal  regulation 

Apart  from  the  Investment  Company  Act,  three  other  Federal 
statutes — the  Securities  Act  of  1933,  the  Securities  Exchange  Act  of 
1-934,  and  the  Investment  Advisers  Act  of  1940— apply  to  the  invest¬ 
ment  company  industry.36  However,  those  statutes  are  concerned 
primarily  with  disclosure  and  the  prevention  of  fraud.  Because  the 
relatively  liquid,  mobile,  and  readily  negotiable  assets  of  investment 
companies  afforded  unusual  opportunities  to  the  unscrupulous, 
Congress  determined  that  the  earlier  statutes  were  inadequate  to 
meet  the  problems  which  had  been  revealed  in  the  Commission’s  reports 
and  passed  a  special  regulatory  statute — the  Investment  Company 
Act.37  In  the  exhaustive  study  of  the  industry  which  preceded 
passage  of  the  Act  it  was  found  that,  in  many  instances,  investment 
companies  had  been  operated  in  the  interests  of  their  managers  rather 
than  in  the  interests  of  their  shareholders. 

In  the  areas  where  abuses  then  were  most  acute  and  the  need  for 
corrective  action  most  pressing,  the  Act  provides  specific  and  rigor¬ 
ous  controls  designed  to  eliminate  outright  dishonesty,  managerial 
self-dealing  in  securities  and  other  types  of  property,  unsound  fman- 

30  Pp.  47-48,  infra. 

31  P.  54,  infra. 

33  Pp.  50-51,  infra. 

33  P.  52,  infra. 

34  P.  52,  infra. 

35  Pp.  55,  59-60,  infra. 

3«  Pp.  59-63,  infra. 

>■  Pp.  63-66,  infra. 
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cial  structures,  and  immunity  from  liability  for  misconduct.  It  also 
establishes  machinery  for  shareholder  participation  in  investment 
company  affairs.  Although  attention  was  given  to  managerial  com¬ 
pensation,  sales  charges  and  brokerage  commissions,  they  were  on  the 
whole  of  secondary  importance  in  the  relatively  small  investment 
company  industry  of  1940. 38 

The  Act  specifically  prohibits  transactions  in  which  investment 
companies  lend  money  to,  sell  property  to,  buy  property  from,  or 
engage  in  joint  transactions  with,  their  affiliated  persons  unless  the 
Commission  first  finds  the  proposed  transaction  fair  and  reasonable.39 
With  limited  exceptions  it  does  not,  however,  impose  analogous  con¬ 
trols  on  compensation  for  services — sales  loads,  managerial  compen¬ 
sation,  and  brokerage  commissions.  In  these  areas  fund  managers 
retain  a  large  measure  of  discretion  subject,  however,  to  what  were 
referred  to  at  the  time  that  the  Congress  was  considering  the  Act  as 
“a  few  elementary  safeguards,”  mainly,  approval  by  shareholders 
and  by  directors  unaffiliated  with  management.40 

The  Wharton  and  Special  Study  Reports  questioned  the  adequacy 
of  the  protections  afforded  investors  in  the  advisory  fee,  sales  com¬ 
pensation,  and  brokerage  commission  areas.41  The  Wharton  Report 
concluded  that  the  potential  conflicts  of  interests  in  these  areas  were 
among  the  “more  important  current  problems”  in  the  mutual  fund 
industry  42  and  suggested  that  they  might  be  attributable  to  an  in¬ 
dustry  structure  under  which  the  funds  are  managed  by  external, 
service  organizations.43 

2.  Chapter  III — The  Management  Function  and  Its  Cost 

(а)  Contracting  out  the  management  function 

Most  mutual  funds  are  managed  by  external  investment  advisory 
organizations  which  are  controlled  by  the  funds’  organizers  or  by  their 
successors.44  Mutual  fund  advisory  organizations  often  manage  large 
pools  of  capital,  but  it  is  not  unusual  for  them  to  employ  relatively 
few  people  and  require  relatively  little  capital  of  their  own.45 

The  adviser’s  fee  is  usually  a  percentage  of  the  fund’s  net  assets.46 
Although  most  funds  receive  some  nonadvisory  services  from  their  in¬ 
vestment  advisers  in  return  for  the  advisory  fee,  the  extent  of  such 
services  varies  greatly.  Stock  transfers,  dividend  disbursing,  and 
custodial  services,  the  most  substantial  nonadvisory  services  required 
by  mutual  funds,  are  usually  not  paid  for  by  the  advisory  fee.47  Some¬ 
times  advisory  fees  pay  solely  for  investment  management,  and  the 
fund  pays  its  adviser  or  a  close  affiliate  of  the  adviser  an  administrative 
fee  based  on  a  percentage  of  net  assets  in  addition  to  the  advisory  fee.48 

(б)  The  cost  of  management 

Beyond  a  certain  point  increases  in  an  investment  company’s 
assets  do  not  lead  to  commensurate  increases  in  the  cost  of  furnishing 
it  with  investment  advice  and  other  managerial  services.  Hence,. 

3s  Pp.  66,  69,  infra. 

Pp.  68-69,  infra. 

99  Pp.  69-71,  infra. 

91  Pp.  72-75,  infra. 

92  P.  72,  infra. 

93  P.  73,  infra. 

99  P.  87.  infra. 

93  Pp  87-88,  infra. 

<«  P.  89,  infra. 

97  Pp.  90-92,  infra. 

98  Pp.  92-94,  infra. 


IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 


11 


there  are  considerable  economies  of  size  to  investment  company 
managers.  In  large  measure  these  economies  reflect  the  fact  that  the 
management  of  a  small  security  portfolio  requires  much  the  same  gen¬ 
eral  economic  and  market  forecasting,  analyses  of  various  industry 
groups  and  evaluations  of  particular  securities — the  basic  elements 
in  the  investment  advisory  process — as  does  the  management  of  a 
large  one.49 

The  Wharton  Report  found  that  as  of  1960  most  investment  ad¬ 
visers  were  not  sharing  the  economies  of  size  with  the  funds  and  their 
public  shareholders.  In  approximately  four  out  of  every  five  cases 
mutual  fund  advisory  fee  rates  were  fixed  and  did  not  vary  with  the 
size  of  the  assets  managed.50  Annual  fees  “tended  to  cluster  heavily 
around  the  traditional  rate  of  0.50  percent  of  average  net  assets.”  Sl 

The  0.50  percent  annual  advisory  fee  rate  was  still  prevalent  in  the 
mutual  fund  industry  during  1965.  Among  the  57  externally  man¬ 
aged  funds  with  net  assets  of  more  than  $100  million  on  June  30,  1965, 
the  median  fee  rate  was  0.48  percent  of  average  net  assets  and  the 
mean  fee  rate  was  0.45. 52 

The  1965  expenses  of  the  larger  externally  managed  funds  were 
almost  double  those  of  investment  companies  of  comparable  size 
which  are  managed  by  their  own  officers  and  staff,  i.e.,  the  internally 
managed  companies.  They  are  also  substantially  higher  than  the 
fees  that  banks  charge  for  managing  the  investments  of  pension  and 
profit  sharing  plans.53  While  the  managerial  services  required  by  the 
two  investment  media  differ  somewhat,  these  differences  do  not  ade¬ 
quately  explain  the  extent  of  the  disparity  between  pension  and 
mutual  fund  advisor}'  fee  rates. 

Publicly  held,  externally  managed  mutual  funds  pay  substantially 
higher  advisory  fee  rates  than  registered  investment  companies  which 
are  operated  exclusively  as  equity  investment  vehicles  for  banks  and 
other  institutions.54  Mutual  fund  advisory  fee  rates  also  are  sub¬ 
stantially  higher  for  comparable  asset  levels  than  the  rates  that 
private  individuals  pay  for  investment  advice.55 

Publicly  held  mutual  funds  require  certain  services  that  are  not 
needed  by  other  purchasers  of  investment  advice.  For  example,  an 
adviser  to  a  publicly  held  mutual  fund  assumes  special  responsibilities 
arising  from  the  fund’s  relationship  to  its  shareholders  and  from  the 
necessity  of  complying  with  the  recordkeeping  and  the  reporting 
requirements  of  State  and  Federal  law.56  But  the  internally  managed 
investment  companies  pay  for  those  very  same  services.  Yet  their 
aggregate  management  costs  are  much  lower  than  those  of  the  exter¬ 
nally  managed  companies.57  Thus,  the  higher  management  expenses 
of  the  externally  managed  funds  cannot  be  attributed  solely  to  cost 
factors.  That  hypothesis  is  confirmed  by  the  fact  that  advisers> 
profit  margins  are  higher  on  their  mutual  fund  accounts  than  on 
nonfund  accounts.58 

49  Pp.  95-96,  infra. 

so  P.  96. 

51  Pp.  96-97,  infra. 

52  Pp.  97-100,  infra. 

53  Pp.  102-118,  infra. 
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(c)  Existing  restraints  on  management  compensation 

Mutual  funds  are  unique  among  large  purchasers  of  investment 
management  because  neither  cost  considerations  nor  other  competitive 
factors  influence  a  fund’s  choice  of  advisers.  This  is  so  because  mu¬ 
tual  funds  are  formed  by,  and  generally  remain  under,  the  effective 
control  of  their  advisers.59 

The  disclosure  requirements  of  the  Federal  securities  laws  apply  to 
management  compensation  in  the  investment  company  industry.60 
But  disclosure  is  a  less  effective  restraint  on  managerial  compensation 
in  this  industry  than  it  is  in  other  industries.61 

Congress  supplemented  disclosure  with  additional  regulatory 
provisions  for  advisory  fees.62  However,  those  provisions,  which 
mainly  reouire  approval  of  advisory  contracts  by  shareholders  and 
unaffiliatea  directors,  have  rarely  operated  to  provide  fund  share¬ 
holders  with  an  adequate  share  of  the  economies  of  size  in  many  cases. 

The  Act’s  requirement  that  shareholders  approve  new  advisory  con¬ 
tracts  gives  them  only  the  choice  of  approving  the  contracts  proposed 
by  management,  or  of  rejecting  them  and  creating  uncertainty  for  the 
funds’  operations.63  The  Act’s  requirement  that  renewals  of  advisory 
contracts  be  approved  by  a  majority  of  the  fund’s  directors  who  are 
unaffiliated  with  its  adviser,  in  many  instances,  has  not  been  effective 
in  meeting  the  needs  of  mutual  fund  investors.  The  ability  of  un¬ 
affiliated  directors  to  bargain  at  arm’s  length  is  seriously  hampered 
because  they  are  seldom  free  as  a  practical  matter  to  terminate  a  long 
established  management  relationship  solely  because  of  differences  over 
fee  rates.  Under  these  circumstances,  the  essential  element  of  arm’s 
length  bargaining — the  freedom  to  terminate  negotiations  and  to 
bargain  with  other  parties — is  lacking.64 

Because  of  the  absence  of  competition,  the  limitations  of  disclosure, 
the  ineffectiveness  of  shareholder  voting  rights  and  the  difficulty  of 
effective  action  by  unaffiliated  directors,  advisory  fee  rates  did  not 
decline  as  the  funds  grew.  With  some  exceptions,  it  was  the  pressures 
generated  by  the  publication  of  the  Wharton  Report  and  the  pendency 
of  shareholder  litigation  that  led  to  such  departures  as  there  have  been 
from  the  traditional  flat  fee  rate  of  0.50  percent.  These  departures 
have  seldom  been  substantial.65 

Many  of  the  fee  reductions  were  made  in  connection  with  the  settle¬ 
ment  of  shareholder  suits  attacking  as  excessive  the  advisory  fees 
paid  to  18  advisory  organizations  serving  most  of  the  larger  funds  in 
the  industry.66  This  litigation,  however,  has  done  little  to  reduce,  or 
to  stimulate  reduction  of,  advisory  fees.  The  courts  have  held  that 
since  the  contracts  under  which  the  fees  were  paid  had  been  ratified  by 
shareholders  and  by  unaffiliated  directors,  tiie  plaintiffs  had  to  bear 
the  burden  of  proving  affirmatively  that  the  fees  were  so  grossly 
excessive  that  payment  thereof  constituted  a  “waste”  of  corporate 
assets  ^ 

The  shareholder  protections  created  by  the  Act  have  been  construed 
under  State  law  as  precluding  judicial  inquiry  into  the  reasonableness 
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of  advisory  fees.  This  anomaly  results  from  the  Act’s  failure  to 
provide  an  express,  readily  enforceable  standard  of  reasonableness. 
Such  a  standard  of  reasonableness  already  is  in  the  Act  and  operates 
effectively  for  transactions  between  investment  companies  and  their 
affiliated  persons  that  involve  the  lending  of  money  or  the  purchase 
or  sale  of  securities  or  other  properties.  If  the  Act  is  to  be  effective 
in  the  area  of  management  compensation,  it  must  make  clear  that 
the  standard  of  reasonableness  also  extends  to  that  sphere.68 

(d)  The  Commission’s  recommendations 
Accordingly,  the  Commission  recommends  that  the  Act  be  amended 
to  provide  expressly  that: 

(1)  All  compensation  received  by  any  person  affiliated  with  a 
registered  investment  company  (including  investment  advisers, 
officers,  directors,  and  trustees,  any  person  serving  as  its  principal 
underwriter  and  any  affiliated  person  of  such  persons)  for  services 
furnished  to  the  investment  company  be  reasonable; 

(2)  The  standard  of  reasonableness  be  applied  in  the  light  of 
all  relevant  factors,  including  the  fees  paid  for  comparable  services 
by  other  financial  institutions  engaged  in  administering  pools  of 
investment  capital  of  like  size  and  purpose  such  as  pension  and 
profit  sharing  plans,  insurance  companies,  trust  accounts,  and 
other  investment  companies;  the  nature  and  quality  of  the  services 
provided;  all  benefits  directly  or  indirectly  received  by  persons 
affiliated  with  an  investment  company  and  the  affiliated  persons 
of  such  persons  by  virtue  of  their  relationship  with  the  invest¬ 
ment  company;  and  such  competitive  or  other  factors  as  the 
Commission  may  by  rule  or  regulation  or,  after  notice  and  oppor¬ 
tunity  for  hearing,  by  order,  determine  are  appropriate  and 
material  in  the  public  interest; 

(3)  The  application  of  this  standard  be  unaffected  by  either 
shareholder  or  directorial  approval  of  advisory  contracts  or  other 
arrangements  for  management  compensation; 

(4)  Recoveries  in  actions  to  enforce  the  statutory  standard  of 
reasonableness  be  limited  to  that  portion  of  the  compensation 
deemed  excessive  which  has  been  paid  or  accrued  within  two 
years  of  the  date  on  which  the  action  is  instituted;  and 

(5)  The  Commission  be  empowered  to  institute  actions  to 
enforce  the  statutory  standard  of  reasonableness  and  to  intervene 
as  a  party  in  any  private  action  brought  to  enforce  that  stand¬ 
ard.69 

The  proposed  statutory  standard  of  reasonab  leness  would  not 
preclude  investment  advisers  and  other  persons  affiliated  with  invest¬ 
ment  companies  from  realizing  profits  on  the  various  types  of  services 
they  provide  to  such  companies.  However,  the  standard  of  reason¬ 
ableness  would  make  clear  that  persons  who  derive  benefits  from 
their  fiduciary  relationships  with  investment  companies  can  ffiar'-e 
them  no  more  for  their  services  than  if  they  were  dealing  with  them 
on  an  arm’s  length  basis.  Under  this  standard,  a  determination  of 
the  amount  of  compensation  would  include  all  benefits  directly  or 
indirectly  received  by  investment  company  managers  by  virtue  of 
their  relationship  with  the  companies.  70 

65  Pp.  142-143,  infra. 
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In  the  Commission’s  view,  the  adoption  of  an  exDress  statutory 
standard  of  reasonableness  for  managerial  compensation  is  the  most 
feasible  way  of  improving  shareholder  protection  with  a  minimal  dis¬ 
ruptive  effect  on  industry  structure.  The  Commission  has  considered 
other  proposals  in  this  area.  These  range  from  proposals  to  strengthen 
disclosure,  shareholder  voting  rights  and  the  position  of  unaffiliated 
directors  to  proposals  for  requiring  the  internalization  of  the  manage¬ 
ment  function.  Proposals  with  respect  to  disclosure,  voting  and  un¬ 
affiliated  directors  were  rejected  as  wholly  unrealistic.  On  the  other 
hand,  proposals  calling  for  internalization  were  viewed  as  too  sweeping 
to  be  warranted  at  this  time.71 

( e )  Sales  of  management  organizations 

Sales  of  the  assets  of,  or  controlling  blocks  of  stock  in,  adviser-under¬ 
writer  organizations  have  caused  funds  to  change  managers.  Since 
the  management  organization’s  control  of  a  fund  often  is  an  exceed¬ 
ingly  valuable  asset,  the  price  paid  for  its  stock  or  its  assets  reflects  the 
expectation  that  the  buyers  will  be  able  to  succeed  to  the  advisory, 
brokerage  and  underwriting  revenues  obtainable  from  this  control 
relationship.72 

Sales  of  management  organization  are  of  paramount  importance 
to  the  fund  and  its  shareholders.  The  conflict  of  interests  involved 
usually  is  a  striking  one.  It  is  in  the  interest  of  the  retiring  manager 
to  obtain  for  himself  the  highest  price  for  this  relationship.  The 
interest  of  the  fund  and  its  shareholders,  on  the  other  hand,  is  to 
obtain  the  best  available  management  at  a  reasonable  cost.73 

Although  the  Act  requires  that  the  new  advisory  relationship  be 
approved  by  the  holders  of  a  majority  of  the  fund’s  shares,  this  safe¬ 
guard  has  not  adequately  protected  the  shareholders’  interest  in  all 
cases.74  In  the  Commission’s  view,  transfers  of  the  management  rela¬ 
tionship  that  are  adverse  to  the  interest  of  the  funds  and  its  share¬ 
holders  should  be  prevented.  The  Commission  believes  that  this 
objective  can  be  achieved  without  discouraging  fund  managers  who 
are  unable  or  unwilling  to  continue  serving  in  that  capacity  from 
terminating  their  relationship  and  without  depriving  them  of  an  oppor¬ 
tunity  to  obtain  a  fair  return  from  their  efforts  in  organizing  and 

developing  the  investment  company.75 

Accordingly,  the  Commission  recommends  that  the  Act  be  amended 
to  prohibit  sales  of  management  organizations  if  the  sale  or  any  express 
or  implied  understanding  in  connection  with  the  sale  imposes  addi¬ 
tional  burdens  on  the  investment  company  or  its  shareholders  or  limits 
its  future  freedom  of  action. 

3.  Chapter  IV—  Portfolio  Transactions 
(a)  The  securities  markets 

The  substantial  brokerage  costs  that  investment  companies  pay  are 
an  increasingly  important  source  of  revenue  to  the  securities  indus¬ 
try.  In  1965,  these  charges  amounted  to  more  than  $100  million  for 
the  mutual  fund  sector  alone.76 
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Portfolio  holdings  of  investment  companies  tend  to  be  heavily 
concentrated  in  securities  listed  on  the  New  York  Stock  Exchange.77 
While  most  investment  company  transactions  are  executed  on  that  ex¬ 
change,  the  companies  also  can  buy  and  sell  NYSE-listed  securities  on 
seven  regional  exchanges  78  and  in  the  so-called  “third  market”  seg¬ 
ment  of  the  over-the-counter  market.79  Investment  companies  also 
are  important  holders  of  securities  that  are  traded  only  in  the  over- 
the-counter  market,  and  a  few  companies  invest  principally  or  ex¬ 
clusively  in  such  securities.80 

Charges  for  the  execution  of  transactions  in  the  over-the-counter 
market  are  subject  to  negotiation.81  In  the  exchange  markets,  how¬ 
ever,  brokerage  commissions  are  governed  by  exchange  minimum 
commission  rate  schedules  which  do  not  provide  for  a  volume  dis¬ 
count.  The  exchange  commission  on  an  order  for  10,000  shares  of  a 
given  security  is  exactly  100  times  the  commission  for  a  100-share 
order.82 

Hence,  though  exchange  members  compete  vigorously  among  them¬ 
selves,  with  members  of  other  exchanges  and  with  nonmember  broker- 
dealers  for  investor  patronage  in  exchange-traded  securities,  they  do 
not  do  so  on  the  basis  of  direct  price  competition.83  Nonexchange 
members  who  operate  in  the  third  market,  however,  are  not  bound  by 
exchange  commission  rate  schedules.  Often  they  are  able  and  willing 
to  handle  orders  for  institutional  customers  in  NYSE-listed  securities 
for  less  than  exchange  members  have  to  charge.84 

(6)  Allocation  of  mutual  jund  brokerage 

Exchange  members  also  are  willing  to  execute  and  clear  exchange 
transactions  for  mutual  funds  and  other  large  institutional  customers 
for  a  fraction  of  the  commissions  they  must  charge  them.85  They  allow 
mutual  fund  managers  to  allocate  a  substantial  portion  of  the  brokerage 
to  other  brokers  who  had  nothing  to  do  with  the  execution  of  the 
transaction  on  which  the  brokerage  is  earned.86 

Some  of  this  brokerage  is  allocated  to  broker-dealers  for  nonsales 
services,  including  investment  research,  investment  recommendations, 
private  wire  and  teletype  connections,  pricing  of  fund  securities  port¬ 
folios  and,  in  a  few  instances,  custodial  services.87  However,  the 
managers  of  most  dealer-distributed  funds  which  are  not  closely 
affiliated  with  brokerage  houses  use  a  substantial  portion  of  the  funds’ 
brokerage  to  pay  dealers  extra  compensation  for  sales  of  fund  shares.88 
The  amount  of  brokerage  available  for  sales  depends  upon  a  variety  of 
factors,  but  generally  the  larger  funds  and  fund  complexes  are  able  to 
use  a  much  greater  percentage  of  their  brokerage  for  sales  than  are  the 
smaller  ones.89 

The  simplest  way  to  reward  broker-dealers  for  nonbrokerage  services 
is  to  place  brokerage  orders  with  them.  However,  placing  orders 
with  substantially  all  of  the  member  firms  that  sell  fund  shares  and 
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provide  other  services  would  impose  burdens  on  fund  trading  depart¬ 
ments  and  on  the  ability  of  fund  managers  to  acquire  or  dispose  of 
portfolio  securities  in  the  most  efficient  and  inexpensive  way.90 
Most  fund  managers,  therefore,  attempt  to  distribute  fund  broker¬ 
age  to  a  large  number  of  dealers  who  sell  their  shares  by  using  the 
“customer-directed  give-up.”  They  direct  the  broker  who  exe¬ 
cutes  an  order  and  receives  the  commission  to  “give  up”  portions 
of  that  commission  to  one  or  more  designated  brokers  who  have  no 
■connection  with  the  transaction.91  Because  of  the  profitability  of 
fund  commission  business,  many  NYSE  members  are  willing  to  give 
up  as  much  as  60  percent  of  the  commissions  on  such  orders — some 
will  give  up  70  percent  or  even  more.92 

NYSE  rules  prohibit  members  from  sharing  with  nonmembers  com¬ 
missions  on  transactions  executed  on  that  exchange.93  Fund  man¬ 
agers,  therefore,  place  orders  for  NYSE-listed  securities  traded  on 
regional  exchanges  with  brokers  who  are  members  of  both  the  NYSE 
and  one  or  more  regional  exchanges  in  order  to  channel  give-ups  to 
dealers  in  fund  shares  who  are  members  only  of  a  regional  exchange. 
Regional  exchanges  also  have  competed  with  the  NYSE  for  mutual 
fund  business  by  fashioning  rules  that  allow  give-ups  of  brokerage 
income  to  dealers  who  sell  fund  shares  but  who  are  not  members  of 
any  exchange.  Increases  in  regional  exchange  trading  volume  in 
recent  years  are  largely  due  to  the  use  of  regional  exchanges  by  the 
funds.94  Mutual  fund  transactions  on  regional  exchanges  often  are 
“crosses”  of  orders  that  have  been  arranged  and  negotiated  elsewhere 
and  later  brought  to  the  floor  of  the  exchange  for  formal  execution.95 

(c)  Impact  of  mutual  fund  reciprocal  and  give-up  practices 

Although  reciprocity — doing  business  with  people  who  do  busi¬ 
ness  with  you — is  an  accepted  custom  of  the  business  world,  in  the 
mutual  fund  industry  it  takes  on  a  unique  character.  The  use  of  the 
funds’  brokerage  commissions  as  extra  compensation  to  retail  sellers 
of  fund  shares  primarily  benefits  their  adviser-underwriters  rather 
than  the  funds  and  their  shareholders.96 

Under  existing  commission  rate  structures,  mutual  fund  shareholders 
could  derive  greater  benefits  from  their  brokerage  commissions  if  the 
give-up  portions  of  the  commissions  were  transmitted  to  the  funds 
themselves  or  their  adviser-underwriters  foi  the  piupose  of  i educing 
management  costs.  However,  in  the  face  of  competitive  pressures 
managers  of  the  dealer-distributed  funds  have  not  used  brokerage  for 

The  increasing  importance  of  brokerage  as  compensation  for  sales 
of  fund  shares  presents  a  potential  for  harmful  effects  on  fund  man¬ 
agement  The  need  to  allocate  brokerage  for  sales  may  tempt 
f5nd  advisers  to  skimp  on  the  allocation  of  brokerage  for  investment 
advice  or  other  nonsales  services  of  greater  benefit  to  the  hinds 
than  the  accelerated  sale  of  new  shares.98  Even  more  important,  it 
creates  pressures  for  “churning,”  i.e.,  frequent  sales  and  purchases  of 
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portfolio  securities  unwarranted  by  investment  considerations  for  the 
purpose  of  generating  brokerage  commissions."  It  can  lead  fund 
managers  to  eschew  those  markets  where  the  best  prices  in  portfolio 
transactions  might  have  been  obtained  and  may  cause  them  to  pay 
unnecessary  charges  for  the  execution  of  such  transactions.  Thus, 
mutual  funds  have  made  appreciably  less  use  than  other  institutional 
investors  of  the  third  market,  which  has  no  minimum  commission 
schedule  and  therefore  cannot  provide  give-ups.100 

Mutual  fund  reciprocal  and  give-up  practices  also  may  impair  the 
integrity  of  dealer  recommendations  upon  which  customers  rely. 
They  operate  as  hidden  influences  by  tempting  dealers  to  base  their 
recommendations  on  the  amount  of  brokerage  and  give-ups  received 
rather  than  on  the  investment  needs  of  their  customers.101 

The  use  of  portfolio  brokerage  commissions  as  compensation  for 
sales  of  fund  shares  also  has  undesirable  anti-competitive  effects.  It 
places  small  funds  and  fund  complexes,  which  cannot  allocate  as  much 
brokerage  for  sales  as  larger  ones,  at  a  distinct  disadvantage  in  com¬ 
peting  for  dealer  favor.102  Moreover,  the  use  of  fund  brokerage  as 
compensation  for  sales  gives  exchange  members  an  unwarranted 
advantage  over  nonmembers  in  the  competition  for  sales.103  Finally, 
mutual  fund  reciprocal  and  give-up  practices  lead  the  securities  mar¬ 
kets  to  compete  with  each  other  on  the  basis  of  mechanisms  that 
facilitate  broader  distribution  of  fund  brokerage  rather  than  on  the 
basis  of  efficiency  and  economy.104 

( d )  Proposed,  action 

Existing  regulatory  controls  have  neither  curbed  the  growth  of 
reciprocal  and  give-up  practices  nor  dealt  with  the  basic  regulatory 
problems  they  pose.105  In  the  over-the-counter  markets  where  broker¬ 
age  costs  are  subject  to  negotiation,  customer-directed  give-ups  to 
brokers  who  perform  no  necessary  function  in  connection  with  a  trans¬ 
action  long  have  been  recognized  as  improper  and  illegal.106  Mutual 
fund  give-up  practices  have  been  tolerated  and  have  spread  in  the 
exchange  markets  only  because  of  exchange  minimum  commission 
rate  schedules,  which  do  not  take  into  account  the  nature  and  cost  of 
providing  brokerage  services  to  large  institutional  investors.  How¬ 
ever,  such  give-up  practices  are  patently  inconsistent  with  the  prin¬ 
ciples  of  a  fair  and  equitable  commission  rate  schedule. 

Accordingly,  the  Commission  has  advised  all  national  securities 
exchanges  and  the  NASD  that  it  believes  that  exchange  rules  must  be 
changed  so  as  to  preclude  most  customer-directed  give-ups. 

Reciprocal  brokerage  practices — the  selection  of  brokers  to  execute 
fund  portfolio  transactions  on  the  basis  of  their  sales  of  fund  shares — 
also  tend  to  have  undesirable  effects  on  mutual  funds  and  their  share¬ 
holders.  The  adverse  effects  of  such  reciprocity  could  be  substantially 
mitigated  if  exchange  minimum  commission  rate  schedules  provided  a 
discount  for  the  execution  of  large  block  transactions  or  otherwise  took 
into  account  the  generally  lower  costs  to  brokerage  firms  of  executing 
transactions  for  institutional  investors.  Hence,  the  Commission  has 
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asked  the  national  securities  exchanges  to  consider  changes  in  their 
commission  rate  schedules  to  provide  a  volume  or  institutional  dis¬ 
count  for  the  benefit  of  the  many  millions  of  small  investors  who 
invest  through  institutional  media.107 

If  these  changes  do  not  substantially  reduce  the  adverse  effects  of 
mutual  fund  give-up  and  reciprocal  practices  on  the  funds  and  their 
shareholders,  the  Commission  will  consider  additional  steps  to  deal 
with  these  problems. 

(e)  Broker-affiliated  investment  companies 

Close  affiliations  between  investment  companies  and  broker-dealers 
who  execute  their  portfolio  transactions  raise  questions  similar  to  some 
of  those  raised  by  the  use  of  brokerage  commissions  to  compensate 
dealers  for  the  sale  of  fund  shares.108  However,  brokerage  affilia¬ 
tions  provide  small  investment  companies  with  resources  that  might 
otherwise  be  beyond  their  means.  And  such  affiliations  may  produce 
significant  benefits  for  larger  companies  if,  as  the  Commission  recom¬ 
mends,  all  managerial  compensation  received  by  affiliated  persons  of 
investment  companies  is  subjected  to  an  express  statutory  standard 
of  reasonableness  which  takes  account  of  the  benefits  that  investment 
company  managers  obtain  from  the  companies’  brokerage.109 


( f)  Capital  gains  distributions 

Almost  all  mutual  funds  regularly  distribute  all  or  most  of  their 
realized  long-term  capital  gains  to  their  shareholders.  Although  tax 
considerations  no  longer  encourage  this  practice,  its  persistence 
reflects  the  expectations  of  shareholders  and  dealers.110 

Frequent  capital  gains  distributions  facilitate  improper  comparisons 
of  the  totals  of  capital  gains  and  dividend  distribution  paid  by  mutual 
funds  with  the  dividends  paid  by  other  types  of  business  enterprises. 
They  also  facilitate  the  improper  sales  practice  known  as  "selling 
dividends”  where  the  investor  is  induced  to  purchase  fund  shares 
after  a  distribution  has  been  announced  but  before  the  record  date 
in  the  erroneous  belief  that  he  will  benefit  from  the  impending 

distribution.111  .  . 

Investor  expectations  of  regular  and  frequent  capital  gains  distri¬ 
butions  also  tend  to  increase  pressures  on  the  managers  of  investment 
company  portfolios  to  realize  and  distribute  capital  gains  irrespective 
of  investment  considerations.  There  are  several  proven  instances  of 
investment  company  portfolios  having  been  deliberately  churned  to 

generate  realized  capital  gains.112  ...  , ,  , 

A  complete  ban  on  the  distribution  of  capital  gams  would  be  con¬ 
trary  to  the  expectations  of  many  investors,  but,  in  the  Commission  s 
view  there  is  no  justification  for  such  distributions  more  often  than 
once’a  year.  A  majority  of  investment  companies  now  adhere  to  this 
limitation,  and  it  has  been  endorsed  by  the  Investment  Company 
Institute  To  extend  that  limitation  to  all  investment  companies,  the 
Commission  recommends  that  the  Act  be  amended  to  prohibit  capital 
gains  distributions  except  at  fiscal  year  ends  or  soon  thereafter. 
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(g)  Insider  transactions  involving  investment  company  portfolio 
securities 

The  Special  Study  found  that  persons  associated  with  investment 
companies  frequently  bought  and  sold  securities  on  the  basis  of  their 
knowledge  of  the  companies’  projected  portfolio  transactions  despite 
industry  awareness  of  the  ethical  problems  raised  by  this  practice.114 
It  recommended  that  all  investment  companies  and  investment  ad¬ 
visers  establish  specific  policies  concerning  insider  trading  in  portfolio 
securities  and  appropriate  procedures  for  their  implementation.115 

However,  this  type  of  insider  trading  remains  an  unresolved 
problem  in  the  investment  company  industry.  Many  companies 
have  failed  to  adopt  codes  of  ethics  or  policies  with  respect  to  insider 
trading,  and  many  of  the  codes  and  policies  adopted  appear  too  weak, 
too  vague  or  lacking  effective  implementation  procedures.116 

Although  the  Commission  has  authority  under  the  provisions  of  the 
Investment  Company,  Exchange,  and  Investment  Advisers  Acts  to 
adopt  rules  with  respect  to  insider  trading,  it  believes  that  the  problem 
should  be  treated  more  flexibly  than  those  provisions  may  permit. 
For  example,  the  Commission  may  be  unable  under  existing  law  to 
require  companies  to  adopt  and  enforce  their  own  codes  of  ethics 
meeting  specified  minimum  standards,  but  this  may  be  an  adequate 
way  of  dealing  with  this  problem.  Accordingly,  it  recommends  that 
the  Investment  Company  Act  be  amended  to  empower  the  Commission 
to  adopt  rules  and  regulations  for  the  protection  of  investors  in 
connection  with  trading  in  securities  purchased  and  sold  by  such 
companies  by  persons  affiliated  with  investment  companies  and  their 
advisers.117 

4-  Chapter  V — Distribution  and  Its  Cost 

(a)  Mutual  fund  growth  and  sales  0/  shares 

Sales  of  fund  shares  on  a  continuous  basis  have  contributed  greatly 
to  the  growth  of  the  mutual  fund  industry.  Some  new  sales  are 
necessary  to  offset  redemptions.  But  during  the  1956-65  period 
inflow  from  investment  of  dividend  income  and  capital  gains  distribu¬ 
tions  by  existing  shareholders  offset  more  than  half  of  the  outflow 
attributable  to  redemptions.118 

( b )  Sales  load  levels 

The  “sales  load”  is  the  difference  between  the  current  net  asset 
value  per  share  received  by  the  fund  and  the  public  offering  price 
paid  by  investors.  It  is  by  far  the  most  significant  charge  paid  by 
mutual  fund  investors.  The  basic  load  most  typically  amounts  to 
8.5  percent  of  the  offering  price  per  share  and  is  rarely  below  7.5 
percent.119  Expressed  in  the  way  sales  charges  are  normally  calcu¬ 
lated  in  the  securities  industry — as  a  percentage  of  the  net  amount 
actually  invested — the  typical  8.5  percent  sales  load  amounts  to  a 
sales  charge  of  9.3  percent.120 

The  basic  sales  load  usually  is  reduced  for  large  purchases.  These 
reductions  benefit  relatively  few  investors  because  they  are  seldom 
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available  for  purchases  of  less  than  $10,000.  Many  funds  do  not 
apply  them  to  purchases  of  less  than  $25,000.121 

The  sales  load  pays  only  for  selling  effort.  The  principal  under¬ 
writer  retains  from  0.5  percent  to  2.5  percent  of  the  offering  price — 
the  median  is  2  percent.  The  balance  of  the  load  goes  to  the  dealer 
who,  in  turn,  typically  pays  at  least  half  of  his  share  to  the  salesman.122 

(c)  Sales  loads  compared  to  sales  charges  for  other  securities 

Investors  pay  higher  sales  charges  for  mutual  fund  shares  than  for 
listed  securities  that  they  might  buy  directly  for  their  own  accounts. 
For  example,  the  typical  mutual  fund  sales  charge  is  more  than  nine 
times  the  1  percent  exchange  commission  on  a  typical  $4,000  round -lot 
order  and  more  than  five  times  the  round  trip  exchange  commission 
(including  the  odd -lot  differential)  if  the  amount  of  the  median  mutual 
fund  purchase  ($1,240)  were  invested  in  a  $40  listed  stock  instead  of  a 
fund.123 

Unlike  listed  securities,  mutual  fund  shares  usually  can  be  converted 
into  cash  without  payment  of  an  additional  charge.  However,  even 
when  compared  to  the  round  trip  cost  of  buying  and  selling  a  listed 
security  (assuming  no  change  in  its  value),  mutual  fund  sales  charges 
are  still  much  higher.124  They  are  also  significantly  higher  than  sales 
charges  in  the  over-the-counter  markets.125 

Indeed,  mutual  fund  sales  loads  are  higher  than  the  spreads  that 
underwriters  receive  in  connection  with  most  underwritten  distri¬ 
butions  of  nonfund  securities,126  where,  unlike  mutual  fund  under¬ 
writers.  they  assume  the  risk  and  make  the  sDecial  effort  reauired 
to  distribute  a  relatively  large  amount  of  securities  in  a  limited  period 
of  time. 

(</,)  Sales  load  on  investments  of  dividend  income, 

Many  mutual  fund  shareholders  use  the  dividends  and  the  capital 
gains  distributed  by  the  funds  to  acquire  additional  shares  through 
“reinvestment  plans.”  Sales  loads  are  not  charged  on  reinvested 
capital  gains.  But  a  substantial  minority  of  funds  impose  the  basic 
sales  load  on  the  investment  of  ordinary  dividends.127  Loads  on 
invested  dividends  are  not  related  to  or  justified  by  any  special  selling 
effort  apart  from  that  involved  in  the  initial  sale.128 

( e )  The  adequacy  of  existing  statutory  controls 

Sales  load  levels  are  required  to  be  disclosed  in  the  fund  prospectuses 
which  normally  are  given  to  prospective  purchasers  at  the  time  of 
their  initial  contact  with  the  salesman.  However,  except  for  con¬ 
tractual  ulnn  and  face-amount  certificates,  the  Act  imposes  no  exm'^s 
statutory  limits  on  sales  loads.  It  gives  the  Commission  and  the 
National  Association  of  Securities  Dealers,  Inc.,  only  rulemaking 
authority  to  prevent  “unconscionable  or  grossly  excessive”  sales 

loads ^ 

These  controls  reflect  congressional  acceptance  of  the  Commission’s 
recommendation  in  1940  that  sales  loads  should  be  left  for  the  pies- 
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ent,  at  least,”  to  competition  among  principal  underwriters.130  How¬ 
ever,  the  type  of  competition  which  has  developed  for  dealer  favor 
has  not  tended  to  reduce  sales  loads;  on  the  contrary,  it  has  raised 
the  loads.  Load  fund  underwriters  have  been  placed  in  the  position  of 
having  to  compete  for  the  favor  of  retailers  by  raising  dealer  conces¬ 
sion  and  sales  load  levels.131  They  have  done  so  within  the  frame¬ 
work  of  section  22(d)  of  the  Act  which  bars  retail  price  competition 
by  prohibiting  dealers  from  selling  a  redeemable  investment  com¬ 
pany  security  to  the  public  except  at  a  current  offering  price  described 
in  the  prospectus.132  The  Act  thus  suppresses  the  downward  pres¬ 
sures  that  normal  market  forces  might  otherwise  exert  on  sales  load 
levels. 

(f)  Recommendations  and  conclusions 

While  some  disparity  between  mutual  fund  sales  loads  and  the  cost 
of  investing  in  listed  securities  may  be  warranted,  in  the  Commission’s 
view  the  disparity  that  now  exists  is  unjustified.  In  order  to  effect 
meaningful  reductions  in  sales  loads,  the  Commission  has  considered 
recommending  modifications  to  the  retail  price  maintenance  provi¬ 
sions  of  section  22(d)  so  as  to  permit  sales  loads  to  be  determined  by 
competitive  forces.  Price  competition  among  dealers  might  permit 
investors  to  purchase  mutual  fund  shares  at  sales  loads  substantially 
lower  than  those  now  prevailing.  However,  competition  might  not 
operate  as  effectively  against  loads  for  shares  of  funds  distributed  by 
'  captive  sales  forces  as  it  would  for  shares  of  broker-dealer  distributed 
funds,  thereby  introducing  an  unwarranted  disparity  in  the  sales  com¬ 
pensation  available  for  selling  mutual  fund  shares.  The  Commission 
therefore  recommends  an  alternative  solution:  a  statutory  limitation 
on  sales  charges  to  5  percent  of  the  net  amount  invested  in  the  fund.133 

In  addition,  the  Act  should  be  amended  so  as  to  give  the  Commission 
express  authority  to  raise  or  lower  the  maximum  sales  charges  when 
circumstances  or  conditions  warrant  and  when  necessary  or  appropriate 
in  the  public  interest  and  for  the  protection  of  investors.  This 
authority  would  enable  the  Commission  to  adjust  the  maximum  sales 
charges  so  as  to  provide  appropriate  reductions  for  larger  purchases. 
The  Commission  would  also  be  able  to  raise  or  lower  sales  charges  for 
mutual  fund  securities  with  unusual  attributes  and  for  unusual  types 
of  offerings,  such  as  initial  underwritten  public  offerings  of  fund 
shares. 

The  Act  also  should  be  amended  to  empower  the  Commission  to 
prohibit  anomalous  and  inequitable  sales  charges,  such  as  the  loads 
now  imposed  on  the  investment  of  dividends.134 

(g)  Contractual  plans 

There  are  two  arrangements  for  accumulating  shares  of  load  funds 
on  an  installment  basis.  They  differ  primarily  in  the  way  the  sales 
load  is  deducted.  In  one,  the  so-called  “voluntary”  plan,  the  nor¬ 
mal  sales  load  is  deducted  from  each  payment.  In  the  other,  the 
so-called  “contractual”  plan,  a  sales  load  of  up  to  50  percent  is  de¬ 
ducted  from  each  of  the  first  year’s  monthly  payments  or  their  equiv¬ 
alent.  This  feature,  known  as  the  “front-end  load,”  is  permitted 
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by  section  27  of  the  Act,  which  also  limits  contractual  plan  sales  loads 
to  no  more  than  9  percent  of  the  total  payments  to  be  made.135  A 
lower  sales  load  is  deducted  from  each  of  the  remaining  payments. 

With  a  few  exceptions,  the  portfolios  of  contractual  plan  companies 
consist  solely  of  the  shares  of  a  particular  underlying  mutual  fund. 
The  plan  company  is  itself  an  investment  company  distinct  from  its 
underlying  fund.  It  is  almost  always  established  by  a  firm  known 
as  the  “plan  sponsor”  which  acts  as  principal  underwriter  of  the 
securities  issued  by  the  plan  company — certificates  evidencing  indirect 
ownership  of  the  underlying  mutual  fund  shares. 

Contractual  plans  provide  for  the  investment  of  specified  sums  over 
a  predetermined  period  and  for  schedules  of  uniform  monthly  or  other 
periodic  payments  to  achieve  that  goal.  Most  typical  is  the  plan 
certificate  which  provides  for  investing  $3,000  by  making  $25  pay¬ 
ments  monthly  for  10  years.  Although  termed  a  “contractual  plan,” 
the  contractual  planholder  has  no  obligation  to  complete  his  plan  or 
to  make  any  specified  number  of  payments.  In  this  respect,  con¬ 
tractual  plans  are  like  voluntary  plans,  which  generally  do  not  provide 
for  formal  payment  goals  or  schedules,  but  can  be  used  to  make 
systematic  payments  for  the  achievement  of  an  investment  goal.136 

( h )  Impact  of  the  front-end  load 

The  sales  compensation  from  the  scheduled  first  year’s  payments  on 
a  contractual  plan  is  about  six  times  the  sales  compensation  on  the 
same  amount  invested  in  shares  of  the  underlying  mutual  fund  on  a 
lump  sum  or  voluntary  plan  basis.  This  high  sales  charge  works  to 
the  disadvantage  of  all  contractual  planholders.  All  contractual  plan 
holders,  including  those  who  complete  their  plans  on  schedule,  have 
a  smaller  proportion  of  their  payments  working  for  them  than  if  a 
level  sales  load  had  been  deducted  from  each  payment.137 

The  front-end  load  is  especially  disadvantageous  to  those  who 
redeem  before  completing  their  payments  or  who  simply  stop  making 
pavments  Thev  often  pay  effective  sales  loads  which  amount  to 
many  times  the"  sales  load'  on  the  underlying  mutual  fund  shares. 
The  front-end  load  provides  incentives  responsible  for  undesirable 
hwh-pressure  selling  practices.  But  the  argument  that  it  has  been 
an  effective  stimulus  to  systematic  investment  is  refuted  by  the 
plan  sponsors’  own  statistics  which  show  that  most  contractual  plans 
accounts  are  not  completed  on  schedule.  Those  statistics  confirm 
the  Special  Study’s  findings  that  many  contractual  plan  purchasers 
pay  effective  sales  loads  of  from  20  to  50  percent— sales  charges  on 
the  net  amount  invested  of  25  to  100  percent.138 

The  Commission  therefore  recommends  that  section  27  ot  tfie  Act 
be  amended  to  prohibit  future  sales  of  contractual  plan  certificates 
on  a  front-end  load  basis.  It  also  recommends  that  the  maximum 
ao-o-regate  permissible  sales  load  for  such  certificates  be  reduced  fiom 
the  present  level  of  9  percent  to  the  5  percent  charge  that  it  considers 
appropriate  for  other  mutual  fund  investments.  • 

(i)  The  front-end  load  on  face-amount  certificates 

Face- amount  certificates  are  debt  securities  which  provide  for 
investing  on  an  installment  basis  over  a  period  of  years.  Unlike 
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contractual  plan  certificates,  their  ultimate  dollar  values  are  fixed 
at  the  time  of  purchase.  Rates  of  return  on  them  are  lower  than 
present  rates  on  United  States  Government  Series  E  Bonds  or  on 
federally  insured  savings  accounts  in  banks  and  in  savings  and  loan 
associations. 

The  Act  permits  as  much  as  a  50  percent  front-end  sales  load  to  be 
deducted  from  the  payments  scheduled  for  the  first  year.  If  the 
investor  redeems  at  an  early  point  in  his  payment  schedule,  he  will 
receive  substantially  less  than  his  total  payments.140  Statistics 
prepared  by  the  largest  company  in  the  field  indicate  that  only  one- 
third  of  face- amount  certificate  purchasers  complete  their  payments. 
Hence  the  remaining  two- thirds  pay  high  effective  sales  charges. 
Accordingly,  the  Commission  recommends  that  section  28  of  the  Act 
be  amended  to  prohibit  front-end  loads — as  well  as  total  sales  charges 
of  more  than  5  percent — in  future  sales  of  face-amount  certificates.141 

In  assessing  the  recommendations  in  this  report  with  respect  to 
contractual  and  face-amount  certificate  plans,  existing  planholders 
should  consider  that  early  redemption  of  a  plan  almost  invariably 
results  in  a  loss  to  the  planholder  and  that  planholders  who  cease  to 
make  payments  may  be  failing  to  take  advantage  of  the  reduced 
sales  load  that  applies  to  payments  scheduled  to  be  made  after  the 
first  year  of  the  plan.  The  recommendations  in  the  report  are 
focused  solely  on  future  contractual  plan  sales  as  distinguished  from 
plans  already  in  effect. 

5.  Chapter  VI — Mutual  Fund  Size  and,  Investment  Performance 

(a)  Introduction 

Concern  over  the  effects  of  size  on  the  investment  performance  of 
both  very  large  and  very  small  mutual  funds  is  reflected  in  the  Act 
and  its  legislative  history.  Section  14(a)  of  the  Act  prohibits  invest¬ 
ment  companies  from  making  public  offerings  of  their  securities  unless 
they  have  obtained  or  have  made  adequate  provision  to  obtain  a 
net  worth  of  at  least  $100,000.  Although  the  Act  has  no  maximum 
size  restrictions,  the  question  of  whether  they  should  be  imposed  was 
considered  in  1940,  and  the  Commission  was  authorized  to  investigate 
the  effects  of  substantial  further  increases  in  investment  company 

•  149  *  J 

size.1  ^ 

( b )  Management  problems  of  small  and  large  funds 

Both  large  and  small  funds  have  disadvantages  and  advantages 
attributable  to  their  size.  The  problems  of  small  fund  management, 
often  center  around  the  development  and  maintenance  of  staff 
capable  of  providing  satisfactory  levels  of  investment  skill.143  In 
addition,  small  funds  have  higher  operating  expense  ratios  and  since 
they  frequently  have  higher  portfolio  turnover  rates,  thev  may  incur 
higher  brokerage  charges  per  dollar  of  assets  managed  than  large 
funds.144 

The  management  problems  of  large  funds  revolve  mainly  around  the 
fact  that  they  buy  and  sell  large  blocks  of  securities.  Since  large 
funds’  managers  seek  to  obtain  substantial  positions  in  portfolio 
securities,  the  investments  of  large  funds  are  generally  limited  to  the 
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more  actively  traded  and  widely  held  securities.  Even  within  the 
framework  of  these  limitations,  large  funds  frequently  have  difficulty 
in  acquiring  and  disposing  of  securities  at  prices  close  to  those  pre¬ 
vailing  at  the  time  of  the  original  investment  decision.145 


(c)  Investment  performance 

The  advantages  and  disadvantages  of  fund  size  are  reflected  in 
performance  records.146  A  study  of  fund  performance  for  the  5-  and 
10-year  periods  ended  December  31,  1965,  shows  no  pattern  of  above 
or  below  average  performance  among  funds  at  either  end  of  the  size 
spectrum.  In  these  groups,  and  especially  among  the  very  smallest 
funds,  performance  records  varied  widely.147  Further  analysis  of  the 
performance  records  of  the  very  largest  funds  showed  that  there  has 
been  no  consistent  pattern  of  change  in  their  performance  relative  to 
the  market  as  they  have  grown.148 


(d)  Conclusions 

At  this  time  the  Commission  does  not  believe  that  the  performance 
records  of  small  funds  call  for  changes  in  the  Act’s  $100,000  minimum 
capital  requirement.  Nor  does  tne  evidence  warrant,  for  r^asmis 
of  investment  performance  alone,  the  imposition  of  maximum  size 
restrictions  at  this  time. 

However,  the  advantages  of  the  largest  funds  have  been  apparently 
offset  by  the  lack  of  portfolio  mobility  and  flexibility  attributable 
to  their  size.  During  the  past  5-  and  10-year  periods  the  performance 
of  the  largest  funds  has  not  been  enhanced  by  their  growth,  and  there 
is  no  reason  to  conclude  that  shareholders  of  these  funds  would  benefit 
from  further  growth.149 

Should  the  growth  of  the  largest  funds  and  fund  complexes  continue, 
these  funds  might  soon  reach  the  point  where  their  portfolio  mobility 
would  be  so  impaired  as  to  affect  adversely  the  interests  of  their 
shareholders.  Indeed,  it  is  possible  that  the  future  investment  per¬ 
formance  of  the  largest  funds,  even  if  their  sizes  were  to  continue  near 
the  present  levels,  might  be  so  affected.  For  these  reasons,  ques¬ 
tions  pertaining  to  large  fund  size  and  to  the  need  for  maximum  size 
limitations  on  individual  funds  and  fund  complexes  require  periodic 
evaluation  in  the  context  of  changing  conditions  in  the  securities 
markets  and  in  the  economy.150 


6.  Chapter  VII—  Investment  Company  Growth  and  Market  Impact 
The  Wharton  Report  viewed  the  impact  of  fund  growth  on  stock 
prices  as  one  of  the  “more  current  problems  in  the  mutua  fund  in¬ 
due  trv  ”  This  chapter  examines  that  problem  in  the  light  oi  tne 
substantial  recent  growth  of  the  investment  company  industry  and 
of  institutional  investment  generally  since  the  close  of  the  period 
studied  by  the  Wharton  Report.151 

(a)  The  growing  importance  of  institutional  investors 

During  the  post-World  War  II  era,  the  percentage  of  all . corporate 
stock  held  in  institutional  portfolios  has  risen  at  a  rapid  rate.  At  t 
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end  of  1965  institutional  stockholdings  amounted  to  $105.8  billion,  or 
15.7  percent  of  the  value  of  all  outstanding  corporate  stock.  The 
growth  of  noninsured  pension  funds  has  been  particularly  striking. 
They  now  rival  investment  companies  as  important  holders  of  corpo¬ 
rate  stock.152 

Institutional  investors  account  for  an  increasing  share  of  trading 
volume  in  securities.  A  1965  New  York  Stock  Exchange  study  found 
that  institutions  and  intermediaries  accounted  for  an  estimated  31.4 
percent  of  total  share  volume  on  one  day  studied.  Institutional  in¬ 
vestors  are  also  responsible  for  the  increased  trading  volume  on  re¬ 
gional  exchanges  and  for  the  growth  of  the  third  market  in  listed 
securities.153 

( b )  Mutual  funds  as  institutional  investors 

The  net  inflow  of  capital  to  mutual  funds  is  more  affected  by  market 
fluctuations  than  is  the  rate  of  capital  inflow  to  other  institutional 
investors.154  Mutual  funds  also  have  the  highest  portfolio  turnover 
rates  of  all  institutional  investors  and,  for  that  reason,  figure  more 
prominently  in  the  trading  markets’  volume  than  their  holdings  would 
indicate.155  The  funds  also  tend  to  engage  in  larger  size  transactions 
than  other  institutional  investors,156  and  they  account  for  a  large 
portion  of  secondary  distributions  of  securities.157 

(c)  Mutual  fund  impact  on  stock  market  movements 

During  most  of  the  postwar  period,  stock  prices  and  price  earnings 
ratios  have  been  rising.  Although  an  assessment  of  mutual  fund 
impact  on  stock  market  movements  is  difficult,  the  funds,  as  sub¬ 
stantial  net  purchasers  of  stock,  appear  to  have  contributed  to  this 
trend.158  However,  pension  funds  in  recent  years  have  been  larger 
net  purchasers  of  corporate  stock  than  mutual  funds,  and  have 
probably  been  an  even  more  important  factor  in  the  upward  trend.159 

During  market  declines  the  limited  available  evidence  indicates 
that  generally  mutual  funds  have  not  behaved  significantly  differently 
from  other  types  of  investors.  The  funds  shifted  from  positions  as  net 
purchasers  to  net  sellers  of  common  stock  in  the  third  quarter  of  1962, 
following  the  sharp  decline  in  May  1962,  and  in  the  third  quarter  of 
1966,  a  period  of  generally  declining  prices.  This  shift  was  due  to  the 
discretionary  investment  decisions  of  fund  managers  rather  than  to 
the  pressure  of  redemptions.  Available  data  indicate  that  the 
mutual  fund  industry  as  a  whole  has  not  been  in  a  net  redemption 
status  since  1932.  During  the  1962  and  1966  declines,  sales  of  new 
fund  shares  also  declined,  but  even  in  those  periods  sales  of  new  shares 
continued  to  exceed  redemptions  by  substantial  margins.160 

(d)  Mutual  fund  impact  on  markets  for  particular  securities 

Mutual  funds  tend  to  concentrate  their  portfolio  holdings  in  rela¬ 
tively  few  securities.  Portfolio  concentration  has  not  been  lessened 
by  the  growth  of  the  industry.161  Despite  substantial  inflow  of  new 
capital  in  recent  years,  many  of  the  largest  funds  have  reduced  the 
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number  of  common  stock  issues  in  their  portfolios.162  Such  concentra¬ 
tion  increases  the  power  of  fund  managers  to  affect  the  market  in 
particular  securities  by  their  investment  decisions. 

(e)  Regulatory  implications  of  institutional  investor  growth 

The  growing  importance  of  institutional  investors  in  the  stock 
markets  has  a  significant  impact  on  the  securities  markets.  To  the 
extent  that  irregular  and  relatively  infrequent  transactions  in  sizable 
blocks  of  securities  by  large  institutional  investors  become  more 
significant  and  orders  from  small  investors  became  less  significant,  the 
markets  for  individual  securities  became  more  susceptible  to  wide  and 
erratic  price  fluctuations. 

Apart  from  limited  emergency  powers,  the  Commission  does  not 
have  and  does  not  seek  responsibility  for  controlling  price  fluctua¬ 
tions — even  extreme  ones — in  the  securities  markets.  The  growing 
institutionalization  of  the  stock  markets  does  not  appear  at  this  time 
to  require  that  the  Commission’s  responsibilities  in  this  area  be 
broadened.163 

However,  some  of  the  principal  regulatory  implications  of  the  grow'th 
of  institutional  investors  stem  from  the  large  number  of  sizable  blocks 
of  individual  securities  that  such  investors  hold.164 

In  some  respects  the  market  impact  of  mutual  fund  activity  is  even 
more  significant  than  that  of  other  institutional  investors  because 
mutual  funds  have  higher  portfolio  turnover  rates  than  other  institu¬ 
tional  investors  and  because  much  of  the  capital  of  the  funds  comes  to 
them  from  people  who,  but  for  the  funds,  would  have  invested  in 
securities  directly  for  their  own  accounts.165  Hence  the  growth  of  the 
funds  tends  to  substitute  the  decisions  of  a  few  professional  managers 
with  respect  to  massive  blocks  of  securities  for  the  decisions  of  large 
numbers  of  individual  investors. 

While  the  Nation’s  securities  markets  on  the  whole  have  thus  far 
responded  well  to  the  changes  wrought  by  increasing  institutionaliza¬ 
tion  of  the  markets,  there  are  signs  of  increasing  strains  on  the  mech¬ 
anism  of  the  auction  market.  The  changes  to  which  institutionaliza¬ 
tion  has  led  require  a  reappraisal  of  existing  practices  and  procedures 
in  those  markets  by  the  Commission,  the  securities  industry,  and  the 
institutional  investors  themselves.  Such  a  reappraisal  requires  fuller 
data  concerning  the  securities  holdings  and  trading  patterns  of  insti¬ 
tutional  investors  than  is  now  available.  While  this  information  can 
be  obtained  by  the  Commission  with  respect  to  investment  companies, 
there  is  a  lack  of  reliable  and  comprehensive  data  concerning  the 
securities  holdings  and  trading  activities  of  most  other  types  of  insti¬ 
tutional  investors,  including  pension  funds.  Closing  this  informa¬ 
tional  gap  is  an  indispensable  step  to  adequate  analysis  of  the  problems 
raised  by  the  institutionalization  of  the  stock  markets.1 

(J)  Mutual  funds  and  increased  trading  activity 

There  has  been  a  recent  tendency  toward  more  active  trading  by 
mutual  funds.167  Moreover,  some  investors  are  using  mutual  funds 
as  speculative  vehicles  by  investing  relatively  large  sums  in  single 
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payment  contractual  plans.  These  plans  lend  themselves  to  specu¬ 
lative  use  because  they  allow  investors  to  make  repeated  withdrawals 
and  reinvestments  of  up  to  90  percent  of  the  underlying  value  of  their 
shares  without  additional  sales  charges.  One  fund  with  assets  of  over 
half  a  billion  dollars  recently  reported  that  almost  a  quarter  of  its 
assets,  previously  withdrawn  from  single  payment  plans,  had  been 
reinvested  during  a  single  6-month  period.168 

Extensive  speculation  in  mutual  funds  by  a  relatively  few  large 
shareholders  can  circumscribe  at  critical  times  the  exercise  of  man¬ 
agerial  discretion  in  the  interests  of  the  large  majority  of  shareholders 
who  invest  for  the  long  run.  Moreover,  these  investors  bear  most  of 
the  burden  of  the  increased  brokerage  costs  incurred  because  a  few 
shareholders  use  the  funds  for  speculative  purposes.  The  NASD  and 
many  individual  funds  already  have  taken  action  to  discourage  the 
use  of  withdrawal  privileges  for  speculative  purposes  and  the  Com¬ 
mission  is  exploring  the  possibility  of  adopting  a  rule  to  this  end 
under  its  existing  authority.  Should  its  existing  authority  be  in¬ 
sufficient,  it  will  recommend  appropriate  legislation.169 

7.  Chapter  Vlll — Investment  Company  Relationships  With  Portfolio 
Companies 

(a)  Relationships  with  portfolio  companies  other  than  investment 
companies 

The  Act  expresses  concern  over  investment  company  impact  “on 
concentration  of  control  of  wealth  and  industry  and  on  companies  in 
which  investment  companies  are  interested.” 170  Nevertheless  its 
substantive  provisions  do  not  preclude  investment  companies  from 
holding  substantial  or  even  dominant  positions  in  the  enterprises  in 
which  they  invest.171 

The  Wharton  Report  found,  however,  that  mutual  fund  managers 
participated  in  portfolio  company  affairs  in  only  limited  ways  and 
concluded  that  mutual  fund  influence  on  portfolio  companies  did  not 
warrant  serious  concern.172  Mutual  funds  now  are  more  important  as 
shareholders  than  they  were  during  1952  to  1958,  the  period  studied  in 
the  Wharton  Report.173  Although  many  funds  seem  to  have  become 
somewhat  more  active  in  portfolio  company  affairs,  generally,  they 
have  not  misused  their  power  or  influence  as  substantial  shareholders. 
Indeed,  the  assumption  by  investment  company  managers  of  an 
active  stockholder  role  could  yield  significant  benefits  to  all  investors.174 

Questions  pertaining  to  investment  company  relationships  with 
portfolio  companies  are  common  to  all  types  of  institutional  inves¬ 
tors.175  However,  the  Act  contains  protections  for  companies  in 
which  an  investment  company  holds  5  percent  or  more  of  its  out¬ 
standing  stock.  These  protections  do  not  apply  to  portfolio  company 
relationships  with  other  types  of  institutional  investors.176  Accord¬ 
ingly,  the  Commission  concludes  that  (except  for  the  special  questions 
raised  by  investment  companies  that  invest  in  other  investment 
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companies)  there  is  no  present  need  for  new  legislation  on  investment 
company-portfolio  company  relationships.177 

( b )  Mutual  fund  holding  companies 

(i)  Introduction. — One  of  the  most  striking  recent  developments  in 
the  investment  company  industry  has  been  the  emergence  of  the  “fund 
holding  company, ”  an  investment  company  which  invests  in  other 
mutual  funds.178  The  Act  permits  investment  companies  to  own 
interests  in  other  investment  companies.  However,  it  forbids,  with 
certain  exceptions,  a  registered  investment  company  from  acquiring 
more  than  3  percent  of  the  outstanding  stock  of  another  investment 
company. 

The  Act’s  limitations  are  inapplicable  to  unregistered  investment 
companies,  and  several  foreign-based  unregistered  fund  holding  com¬ 
panies  are  now  operating.  The  largest,  Fund  of  Funds,  Ltd.,  stated 
its  June  30,  1966,  assets  at  more  than  $420  million,  of  which  $365 
million  was  invested  in  U.S.  mutual  funds  and  over  $19  million  was 
invested  in  mutual  fund  management  companies.  Recently,  two 
domestic  fund  holding  companies  have  been  organized  and  are  now 
registered  under  the  Act.179 

(ii)  Control  oj  portj olio  companies. — Fund  holding  companies,  both 
registered  domestic  and  unregistered  foreign-based  companies,  may 
control  or  exercise  undue  influence  over  the  activities  of  their  portfolio 
funds.  The  basis  of  this  power  is  the  possibility  of  large-scale  re¬ 
demptions  by  the  fund  holding  company  of  the  shares  of  its  portfolio 

funds.  #  .  ■ 

Although  registered  domestic  fund  holding  companies  are  subject 
to  the  percentage  limitations  of  the  Act,  several  such  companies  under 
the  same  management,  each  holding  3  percent  interests  in  the  same 
funds,  or  a  single  such  company  holding  3  percent  interests  in  several 
funds  belonging  to  the  same  complex,  could  exert  substantial  pres¬ 
sure  on  the  managements  of  those  funds.180  They  could  exercise  their 
influence  to  the  detriment  of  the  large  majority  of  shareholders  who 
choose  to  have  their  capital  managed  by  the  fund’s  adviser,  not  by  its 
dominant  shareholders.181  Moreover,  unlike  other  institutional  in¬ 
vestors,  the  fund  holding  company  in  certain  circumstances  may 
have  no  control  over  the  pace  or  amount  of  its  redemptions,  since  it 
too  is  subject  to  redemption  pressures  from  its  own  investors.  Where 
the  fund  holding  company  is  foreign-based,  such  pressures  tor  re¬ 
demption  could  be  unduly  magnified  by  the  instability  of  certain 
foreign  economies,  political  upheavals  abroad,  exchange  controls  or 
other  factors  irrelevant  to  investment  in  domestic  mutual  funds. 

(Hi)  The  utility  oj  the  jund  holding  company  to  investors.— Inherent 
in  the  fund  holding  company  structure  is  a  layering  of  advisory  fees, 
administrative  expenses  and  sales  loads.  This  makes  a  fund  on 
funds  a  particularly  expensive  investment  vehicle.  Moreover, 
fund  holding  companies  are  of  doubtful  utility  to  investors.  The 
diversification  that  they  provide  only  duplicates  and  reduplicates 
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the  diversification  achieved  through  an  ordinary  mutual  fund  invest¬ 
ment.185  Although  a  fund  holding  company  may  claim  an  ability 
to  assist  the  investor  in  selecting  professional  management  through 
its  investments  in  portfolio  funds,  with  the  proliferation  of  fund 
holding  companies,  investors  would  still  be  faced  with  a  choice  of 
professional  management  to  assist  them  in  selecting  professional 
management.186 

(iv)  Conclusions  and  recommendations. — The  problems  and  the 
potential  dangers  posed  by  fund  holding  companies — both  registered 
and  unregistered — coupled  with  their  lack  of  utility  and  their  layered 
costs  require  that  the  Act  be  amended  to  prevent  the  creation  and 
operation  of  fund  holding  companies.187 

8.  Chapter  IX — The  Administration  and  Enforcement  of  the  Act 

This  chapter  proposes  a  number  of  amendments  to  the  Investment 
Company  Act  and  to  the  Investment  Advisers  Act  to  meet  the  many 
recurring  problems  that  arise  in  the  day-to-day  administration  and 
enforcement  of  those  statutes.  Most  of  these  problems  can  be 
corrected  by  amendments  which  are  essentially  technical  in  nature  or 
limited  in  scope.  A  few,  particularly  those  problems  arising  in  con¬ 
nection  with  enforcement,  require  more  substantive  amendments. 

(a)  The  Act’s  coverage 

(i)  Eliminating  exception  for  certain  companies  issuing  redeemable 
securities. — Section  3(c)(6)  provides  an  exclusion  from  the  definition 
of  an  investment  company  for  companies  primarily  engaged  in  the 
factoring,  discounting,  or  real  estate  businesses.  A  similar  exclusion 
from  regulation  under  the  Act  is  contained  in  section  3(c)  (11)  for  any 
company  substantially  all  of  whose  business  is  holding  oil,  gas,  or  other 
mineral  royalties  or  leases.188 

In  recent  years  several  companies  which  purport  to  fall  within  these 
exclusions  have  actively  sought  to  capitalize  on  the  popularity  of 
mutual  funds  by  appealing  to  unsophisticated  investors  of  modest 
means  and  by  issuing  redeemable  securities  which  evidence  interests 
in  a  portfolio  of  notes,  commercial  paper,  real  estate  mortgages,  or 
oil  and  gas  leases.  In  the  Commission’s  view  there  is  no  justification 
for  exempting  such  companies  from  regulation  under  the  Act  and  it 
recommends  that  the  Act  be  amended  to  make  clear  that  these  ex¬ 
clusions  are  not  available  to  those  companies  if  they  issue  redeemable 
securities  or  face  amount  certificates  of  the  installment  type.189 

(n)  Other  coverage  recommendations. — The  Commission  also  recom¬ 
mends  that  the  Act  be  amended  to — 

(1)  make  clear  that  the  60-day  automatic  exemption  for  a  com¬ 
pany  filing  an  application  under  section  3(b)(2)  is  available  only  if 
such  application  is  filed  in  good  faith; 190 

(2)  repeal  section  3(c)(8)  to  remove  the  exclusion  from  investment 
company  status  for  a  company  90  percent  of  the  value  of  whose  in¬ 
vestment  securities  are  represented  by  securities  of  a  single  insurance 
company,  bank,  or  other  financial  institution  enumerated  in  sections 
3(c)(3),  (5),  (6),  and  (7);  191 
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(3)  change  section  3(c) (10)  to  make  clear  that  a  company  initially 
registered  under  the  Public  Utility  Holding  Company  Act  of  1935 
is  not  excluded  from  the  coverage  of  the  Investment  Comnary  Act 
unless  the  company  is  subject  to  regulation  under  the  Public  Utility 
Holding  Company  Act;  19? 

(4)  change  section  18  to  prohibit  the  further  issuance  by  a  registered 
investment  company  of  separate  series  of  securities;  193  and 

(5)  repeal  section  11(b)(2),  which  permits  series  companies  or  their 
principal  underwriters  to  charge  an  additional  sales  load  when  share¬ 
holders  in  one  series  exchange  their  shares  for  shares  in  another 
series.194 


(6)  Management-shareholder  relationships 

(1)  Strengthening  the  independence  of  directors. — -Section  10  of  the 
Act  provides  that*  at  least  40  percent  of  the  board  of  directors  of  a 
registered  investment  company  must  consist  of  persons  who  are 
neither  officers  nor  employees  of  the  company  and  who  neither  serve 
as,  nor  are  affiliated  with,  its  investment  adviser.  Section  10  also 
provides  that  if  any  officer,  director  or  employee  of  the  investment 
company  acts  as,  or  is  affiliated  with,  its  principal  underwriter  or 
regular  broker,  a  majority  of  the  board  must  consist  of  persons  other 
than  those  affiliated  with  such  principal  underwriter  or  regular  broker. 
The  Act,  however,  classifies  a  director  as  unaffiliated  even  though  he 
has  substantial  business  or  professional  relationships  with  the  invest¬ 
ment  company  or  its  adviser-underwriter,  or  close  family  relationships 
with  the  adviser-underwriter  or  with  persons  affiliated  with  it. 

To  strengthen  shareholder  representation  in  investment  company 
affairs,  the"  Commission  recommends  that  the  Act  be  amended  to 
provide  that  the  percentages  of  boards  of  directors  now  specified  in  sec¬ 
tion  10  must  consist  of  persons  who  are  not  “interested  persons.”  The 
Act  would  include  as  “interested  persons”  (1)  any  affiliated  person 
as  that  term  is  now  defined  in  the  Act,  (2)  any  principal  underwriter 
or  regular  broker  to  an  investment  company,  (3)  any  member  ot  the 
immediate  family  of  such  persons,  (4)  any  person  who  (a)  directly  or 
indirectly  owns  securities  issued  by  persons  affiliated  with  investment 
companies  or  (b)  has,  or  has  had  within  the  past  three  years,  any 
material  business  or  professional  relationship  with  such  an  affiliated 
person  and  (5)  any  affiliated  person  of  such  persons  This  amendment 
would  apply  only  to  the  provisions  of  sections  10,  15,  and  32. 

(ii)  Other  recommendations  as  to  management-shareholder  relation¬ 
ships. — The  Commission  also  recommends  that  the  Act  be  amended 

t0  (l)  include  corporate  trustees  that  perform  advisory^functions  in  the 
definition  of  investment  adviser  in  section  2(a) (19);  , 

(2)  strengthen  sections  15  and  32  to  provide  that  (a)  a  renewal  of 
advisory  contract,  (6)  approval  and  renewal  of  underwriting  contracts 
and  (c)  selection  of  independent  auditors  can  be  accomplished  only 
by  directors  who  are  physically  present  at  the  meetings  at  which  the 

votes  are  taken;  197 
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(3)  amend  sections  15(a)(4)  and  15(b)(2)  to  make  clear  that  the 
term  “assignment”  for  purposes  of  the  Act  includes  action  by  persons 
other  than  the  investment  adviser  or  underwriter; 198 

(4)  change  section  17(f)  to  provide  that  if  an  investment  company 
employs  a  bank  as  custodian,  all  cash  assets  in  addition  to  “securities 
and  similar  investments”  shall  likewise  be  kept  in  the  custody  of  a 
bank  except  for  amounts  covered  by  a  fidelity  bond;  199 

(5)  change  section  25(c)  to  provide  that  a  Federal  court  shall  enjoin 
any  plan  of  reorganization  of  an  investment  company  which  it  finds 
not  to  be  fair  and  equitable  to  all  persons  affected;  200 

(6)  change  section  26(a)(4)  to  make  clear  that  prior  Commission 
approval  must  be  obtained  for  a  substitution  of  the  underlying 
investment  of  a  unit  investment  trust; 201  and 

(7)  change  section  33  to  require  that  all  papers  filed  in  shareholder 
«uits  involving  registered  investment  companies  be  transmitted 
promptly  to  the  Commission.202 

{ c )  Administrative  and  other  proceedings 

(i)  Administrative  proceedings. — The  Commission  recommends  that 
section  9  be  amended  to  include  a  new  subsection  which  would  em¬ 
power  the  Commission,  after  notice  and  opportunity  for  hearing, 
to  bar  an  individual  either  permanently  or  for  such  time  as  may  be 
appropriate  from  serving  an  investment  company  in  the  official 
capacities  now  enumerated  in  section  9,  or  as  an  employee  of  an 
investment  company,  if  such  individual  has  willfully  violated  any 
provision  of  the  Securities  Act,  the  Exchange  Act,  the  Investment 
Advisers  Act,  the  Investment  Company  Act,  or  any  rule  or  regulation 
thereunder.203  These  amendments  would  provide  investment  com¬ 
pany  shareholders  with  protections  comparable  to  those  customers 
of  registered  broker-dealers  and  clients  of  registered  investment 
advisers  now  enjoy  under  provisions  of  the  Exchange  Act  and  the 
Investment  Advisers  Act.204 

(ii)  Breach  of  fiduciary  duty. — Section  36  authorizes  the  Commis¬ 
sion  to  seek  court  injunctions  against  persons  acting  in  certain  capaci¬ 
ties  for  investment  companies  if  they  are  “guilty”  of  “gross  miscon¬ 
duct  or  gross  abuse  of  trust”  with  respect  to  the  investment  company 
which  they  serve.  The  proposed  amendment,  which  would  comple¬ 
ment  the  Commission’s  existing  power  under  the  Investment  Advisers 
Act  and  the  Exchange  Act  to  deal  flexibly  with  the  misconduct  of 
broker-dealers  and  investment  advisers  in  dealings  with  their  clients, 
would  delete  the  words  “gross”  and  “guilty”  and  broaden  the  statu¬ 
tory  relief  specified  under  section  36  beyond  that  of  disciplinary 
sanctions.  The  amendment  would  authorize  the  Commission  to 
seek  injunctions  in  Federal  courts  against  any  act,  practice  or  course 
of  conduct  which  involves  a  breach  of  fiduciary  duty  on  the  part  of 
any  of  the  persons  now  enumerated  in  section  36  with  respect  to  any 
investment  company  which  they  serve  and  to  seek  such  other  relief 
as  the  court  may  deem  necessary  or  appropriate  for  the  protection  of 
investors.205 
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(d)  Formal  changes  in  the  Act 

The  Commission  recommends  that  section  38(a)  of  the  Act,  which 
empowers  the  Commission  to  make  rules  and  regulations  necessary  or 
appropriate  to  the  exercise  of  the  powers  conferred  upon  the  Com¬ 
mission  in  the  Act,  be  amended  to  give  the  Commission  rulemaking 
authority  consistent  with  the  language  of  similar  provisions  in  the 
other  Federal  securities  acts.206  The  other  amendments  are  designed 
to  correct  outdated  references  and  patent  ambiguities  in  the  text  of 
the  Act.207 

( e )  The  Investment  Advisers  Act 

The  Commission  recommends  that  section  203(d)  of  the  Invest¬ 
ment  Advisers  Act  be  amended  to  authorize  the  Commission  to 
proceed  directly  against  a  person  who  is  subject  to  an  injunction  or 
has  been  convicted  of  or  committed  any  act  or  omission  specified 
in  that  section,  without  joining  an  investment  adviser  with  whom  such 
person  may  have  been  affiliated.208  This  provision  would  give  the 
Commission  flexibility  in  the  administration  of  the  Investment 
Advisers  Act  comparable  to  the  procedure  available  for  persons 
associated  with  broker-dealers  registered  under  the  Exchange  Act. 

The  Commission  also  recommends  that  sections  203(b)(2), 
203(b)(3)  and  205  of  the  Investment  Advisers  Act  be  amended  to 
make  investment  advisers  to  investment  companies  subject  to  the 
registration  provisions  of  that  Act,  and  to  require  that  contracts 
between  registered  investment  companies  and  their  advisers  may  not 
provide  for  compensation  to  the  investment  adviser  on  the  basis 
of  a  share  of  capital  gains  or  capital  appreciation  of  the  funds  of  the 
investment  company.209 

The  Commission  recommends  that  the  Investment  Advisers  Act  be 
amended  to  include  a  section,  similar  to  section  15(b)(4)  of  the  Ex¬ 
change  Act,  providing  that  violations  of  provisions  of  the  Investment 
Advisers  Act  by  a  registered  investment  adviser,  or  any- person  acting 
on  behalf  thereof,  may  be  established  without  the  necessity  of  proving 
a  use  of  the  mails  or  any  means  or  instrumentality  of  interstate 
commerce  in  connection  therewith.  Such  a  provision  would  recog¬ 
nize,  as  did  the  Congress  in  the  1964  Amendments  to  the  Securities 
Acts  in  adding  section  1 5 tb)  (4)  to  the  Exchange  Act,  that  registration 
alone  furnishes  a  sufficient  constitutional  basis  for  Federal  regu- 
lation 

The  Commission  recommends  that  a  new  section  be  added  to  the 
Investment  Advisers  Act  giving  the  Commission  authority  to  exempt 
any  person,  security,  or  transaction,  or  class  or  classes  thereof,  from 
provisions  of  the  Act  or  of  rules  or  regulations  thereunder,  if  appro¬ 
priate  in  the  public  interest  and  consistent  with  the  protection  of 
investors  and  the  purposes  fairly  intended  by  the  policy  and  provisions 
of  the  Act.  Such  exemptive  authority  would  be  similar  to  that 
granted  the  Commission  in  section  6(c)  of  the  Investment  Company 
Act  and  would  provide  desirable  flexibility  in  the  administration  of 
the  Investment  Advisers  Act.211 
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THE  INVESTMENT  COMPANY  INDUSTRY 

This  is  a  background  chapter.  It  outlines  the  structural  and  regula¬ 
tory  context  that  gives  rise  to  the  specific  problems  discussed  in 
subsequent  chapters  and  describes  the  investment  company  industry, 
the  background  and  provisions  of  the  Investment  Company  Act  and 
•the  pertinent  findings  of  the  Wharton  Report  and  Special  Study. 

A.  WHAT  IS  AN  INVESTMENT  COMPANY? 

1 .  The  investment  company  concept 

In  broad  terms,  an  investment  company  is  any  arrangement  by 
which  a  number  of  persons  invest  funds  in  a  “company”  that  is  itself 
engaged  in  investing  in  securities.  Most  such  arrangements  are — : 
regardless  of  their  legal  nature  under  local  law — investment  com¬ 
panies  within  the  meaning  of  that  term  as  used  in  the  Act,1  the  Special 
■Study  and  in  this  report.2  Within  the  investment  company  industry 
there  are  a  variety  of  different  organizational  forms.  Most  invest¬ 
ment  companies  are  corporations,  but  a  significant  minority  are 
organized  as  trusts,  including  Massachusetts  Investors  Trust,  the 
second  largest  investment  company  in  the  United  States  with  assets  of 
approximately  $2.1  billion  on  June  30,  1966.3  Other  organizational 
forms  are  also  used.  For  example,  the  Adams  Express  Co.,  which  was 
originally  in  the  transportation  business  but  since  1918  has  been  an 
investment  company,  is  a  joint-stock  company.4  The  range  of  possible 
legal  forms  includes  partnerships,  agency  relationships,  and  other 

1  The  Act  achieves  such  breadth  of  coverage  by  defining  “company”  in  sec.  2(a)(8)  as  “a  corporation,  a 

partnership,  an  association,  a  joint-stock  company,  a  trust,  a  fund  or  any  organized  group  of  persons  whether 
incorporated  or  not  *  *  *”  and  by  defining  “investment  company”  in  sec.  3(a)  (1)  as  “any  issuer  which  *  *  *  is 
or  holds  itself  out  as  being  engaged  primarily  or  proposes  to  engage  primarily,  in  the  business  of  investing, 
reinvesting,  or  trading  in  securities”.  (Emphasis  added.)  The  sec.  3(a)(1)  definition  is  supplemented  by 
other  tests  found  in  secs.  3(a)(2)  and  3(a)(3).  See  note  9  on  p.  34,  infra.  But,  some  arrangements  that  fall 
within  the  broad  definitions  of  secs.  3(a)  and  2(a)(8)  are  not  subject  to  regulation  under  the  Act.  See  pp. 
35-37,  infra.  - 

2  This  definition  is  limited  to  companies  which  invest  in  securities.  Thus  companies  formed  for  the 
purpose  of  trading  in  commodity  futures  and  companies  primarily  engaged  in  the  business  of  investing 
and  trading  in  real  estate  rather  than  in  securities  issued  by  the  owners  of  interest  in  real  estate  are  not  nor¬ 
mally  investment  companies  within  the  meaning  of  the  Act.  For  this  reason,  real  estate  investment  trusts 
which  qualify  as  such  under  the  Real  Estate  Investment  Trust  Act  of  1960  (secs.  856  to  858  of  the  Internal 
Revenue  Code  of  1954,  as  amended)— though  labeled  “investment  trusts” — are  seldom  investment  com¬ 
panies  within  the  meaning  of  the  Act. 

3  The  earliest  English  and  Scottish  investment  companies  on  which  later  American  companies  were 
modeled  were  organized  as  common  law  trusts.  See  Bullock,  The  Story  of  Investment  Companies  1-14 
(1959).  The  oldest  existing  American  investment  company,  the  Boston  Personal  Property  Trust,  was 
organized  as  a  trust  in  1893  and  has  adhered  to  that  form  of  organization  ever  since.  Perhaps  because  of 
the  prominence  of  the  trust  device  in  the  formative  era  of  the  investment  company  industry,  investment 
companies,  including  those  that  were  organized  as  corporations,  were  generally  referred  to  as  “investment 
trusts”  prior  to  1940.  Since  1940  the  term  “investment  company”  used  in  the  Act  has  superseded  the  earlier 
generic  label  of  “investment  trust.”  Certain  specialized  types  of  investment  companies  are  still  called 
“unit  investment  trusts.”  See  pp.  38,  57-58,  infra. 

4  This  is  a  form  of  business  organization  akin  to  a  partnership  in  that  under  the  common  law  the  investors 
are  subject  to  unlimited  personal  liability  for  the  debts  of  the  enterprise  (except  in  jurisdictions  where  the 
common  law  rule  has  been  modified  by  statute,  e.g.,  Mich.  Stat.  Ann.  Sec.  20.92  (1959))  but  akin  to  a  corpora¬ 
tion  in  that  the  capital  of  the  enterprise  is  composed  of  freely  transferable  shares  of  capital  stock.  For  dis¬ 
cussions  of  the  legal  attributes  of  the  joint-stock  company,  see  Warren,  Corporate  Advantages  Without 
Incorporation  (1929):  1  Fletcher,  Cyclopedia  of  the  Law  of  Private  Corporations  64-81  (1963  revised  volume). 
See  also  Hibbs  v.  Brown,  190  N.Y.  167,  82  N.E.  1108  (1907). 
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arrangements  generally  not  recognized  under  State  law  as  independent 
legal  entities.5 

Differences  in  organizational  form  can  be  of  some  moment  to  in¬ 
vestors.  Investment  companies  that  were  organized  as  common  law 
trusts  prior  to  1940  are  still  managed  by  self-perpetuating  bodies  of 
trustees  rather  than  by  elected  boards  of  directors.6  Trusts  organized 
since  1940  entail  at  least  a  theoretical  risk  of  unlimited  liability.7  So 
in  most  instances  do  joint-stock  companies.  However,  the  wide 
choice  of  organizational  forms  has  little  bearing  on  the  economics  of 
the  industry  or  the  regulatory  problems  that  result  therefrom  and  is 
of  no  special  significance  for  purposes  of  this  report.8 

2.  Statutory  exclusions 

There  are  a  number  of  important  exclusions  from  the  Act’s  broad 
definition  of  investment  company.9  To  begin  with,  the  statutory 
definition  does  not  extend  to  many  large  industrial  and  other  types  of 
holding  companies.10  The  Act  is  also  limited  to  companies  in  which 
there  is  a  significant  public  interest,  since  it  excludes  from  its  coverage 
a  company  that  has  no  more  than  100  security  holders  11  and  is  neither 


5  At  the  time  of  the  Act’s  passage  there  were  several  investment  companies  in  existence  that  did  not  fit 
into  conventional  legal  categories.  One  fairly  prominent  one  was  the  Alexander  Fund.  It  was  neither 
a  corporation,  nor  an  association,  nor  a  trust.  The  Alexander  Fund  was  merely  a  descriptive  name  given  to 
the  commingled  funds  of  a  group  of  persons  who  at  first  employed  W.  Wallace  Alexander  and  later  his  corpo¬ 
rate  successor,  W.  Wallace  Alexander,  Inc.,  as  their  agent  for  the  purpose  of  investing  and  managing  their 
money.  The  Alexander  Fund  was  liquidated  soon  after  the  Act  went  into  effect. 

Investment  companies  may  be  created  by  similar  arrangements  on  the  part  of  insurance  companies,  hanks, 
and  other  companies  when  they  establish  special  accounts  for  the  purpose  of  investing  other  persons’  funds 
in  securities.  Such  accounts  are  significant  today.  See  pp.  35-37,  infra. 

6  Although  the  total  absence  of  investor  control  over  the  enterprise  under  the  traditional  trust  form  was 
a  matter  of  concern  in  1940,  there  was  reluctance  to  impose  any  serious  structural  modifications  on.  the  nu¬ 
merous  existing  common  law  trusts  whose  indentures  did  not  call  for  the  election  of  trustees  by  the  bene¬ 
ficiaries.  Accordingly,  it  was  determined  to  permit  the  continued  government  of  such  existing  trusts  by 
self-perpetuating  bodies  but  to  require  elected  trustees  in  the  case  of  new  trusts,  and  to  empower  the  holders 
of  two-thirds  of  the  beneficial  interest  in  pre-1940  trusts  to  remove  those  trustees  who  are  natural  persons. 
See  Act,  sec.  16(b). 

r  The  Supreme  Judicial  Court  of  Massachusetts,  the  jurisdiction  in  which  the  trust  form  of  investment 
company  is  most  widespread,  has  held  that  a  trust  instrument  empowering  the  beneficiaries  to  remove  the 
trustees  and  to  appoint  successor  trustees  creates  a  partnership,  not  a  trust.  Frost  v.  Thompson,  219  Mass. 
360,  106  N.E.  1009  (1914). 

s  The  consequences  to  the  investor  of  the  particular  form  of  organization  chosen  by  a  given  investment 
comnany  are,  of  course,  required  to  be  disclosed  in  its  Drospectus. 

9  Sec. ’3(a)  of  the  Act  defines  “investment  company”  as  “any  issuer  which— 

“(1)  is  or  holds  itself  out  as  being  engaged  primarily,  or  proposes  to  engage  primarily,  m  the  business 
of  investing,  reinvesting,  or  trading  in  securities;  ...  . 

“(2)  is  engaged  or  proposes  to  engage  in  the  business  of  issuing  face-amount  certificates  of  the  install¬ 
ment  type,  or  has  been  engaged  in  such  business  and  has  any  such  certificate  outstanding;  or 

“(3)  is  engaged  or  proposes  to  engage  in  the  business  of  investing,  reinvesting,  owning,  holding,  or 
trading  in  securities,  and  owns  or  proposes  to  acquire  investment  securities  having  a  value  exceeding 
40  per  centum  of  the  value  of  such  issuer’s  total  assets  (exclusive  of  Government  securities  and  cash 
items)  on  an  unconsolidated  basis.  .  . . .  _  ,  ... 

“As  used  in  this  section,  ‘investment  securities’  includes  all  securities  except  (A)  Government  securities, 
(B)  securities  issued  by  employees’  securities  companies,  and  (C)  securities  issued  by  majority  owned  sub¬ 
sidiaries  of  the  owner  which  are  not  investment  companies.” 

The  face-amount  certificate  business  referred  to  in  sec.  3(a)(2)  is  described  at  pp.  37  38,  infra. 

The  term  “Government  securities”  in  sec.  3(a)(3)  refers  only  to  securities  issued  or  guaranteed  by  the 
United  States  (sec.  2(a)  (16)) .  Accordingly,  securities  issued  by  the  States  o  The„United 
governmental  subdivisions,  and  foreign  governments  are  investment  securities.  The  term  employees 
coonritipq  rnmmnip*?”  in  that  same  subsection  relate?  to  companies  the  securities  of  which  are  hela  oy  the 
lmpSelso?aPsingTe  employer  oToftwow  more  employers,  each  of  which  is  an  affiliated  company  of  the 

0tH  T&Art focuses  on  companies  for  which  investing  in  securities  is  an  end  initoUrather  than  aineans 
of  controlline  and  operating  businesses.  Thus,  companies  that  come  within  the  provisions  of  sec  3(a)  (a), 
but  are  primaHl?  eKd'dimctly  or  through  a  wholly  owned  subsidiary .or  su ™’u 
or  businesses  other  than  that  of  investing,  reinvesting,  owning,  holding,  or  trading  m  securities 

st*”^)  AFor  aiMn ternret^i'oiP  o^  sec.S3 (bS)6(2) f see  American  Manufacturin',  Company,  Invest- 
“^TheToO^cuHty : hold  “  tSi  XKbeneS  ownership.  Beneficial  ownership  by  a  companyto 
st^ndtng^voRng*se(mrities^s*owned  by^Cpany'^hat  ^^|^ril|secarfg^ed  t0  be  beneflcially 

owned  by  the  holders  of  the  owning  company  s  outstanding  securities.  Sec.  3(c)  (  ). 
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making  nor  presently  proposing  to  make  a  public  offering  of  its 
securities.12  It  further  excludes  companies  primarily  engaged  in  the 
underwriting  and  distribution  of  securities; 13  banks;  common  trust 
funds  maintained  by  a  bank  for  the  exclusive  purpose  of  investing 
funds  contributed  to  it  in  its  capacity  as  trustee,  executor,  adminis¬ 
trator  or  guardian;  insurance  companies;  savings  and  loan  associations 
and  kindred  institutions; 14  companies  regulated  or  supervised  by  the 
Board  of  Governors  of  the  Federal  Reserve  System,  the  Interstate 
Commerce  Commission,  or  this  Commission  under  the  Public  Utility 
Holding  Company  Act  of  1935;  15  companies  primarily  engaged  in 
certain  types  of  money  lending  operations;  16  and  certain  other  classes 
of  issuers.17  The  excluded  categories  consist  for  the  most  part  of 
issuers  for  whom  investment  in  securities  is  an  activity  ancillary  to 
another  purpose  which  is  the  fundamental  object  of  the  enterprise. 
Moreover,  many  issuers  in  those  categories  are  subject  to  State  and/or 
Federal  regulatory  statutes.  However,  if  in  addition  to  its  normal 
business  activities,  such  a  company  creates  an  investment  company, 
the  investment  company  so  created  is  subject  to  regulation  under 
the  Act.18 

8.  Investment  companies  created  by  insurance  companies  and  banks 

Certain  relatively  recent  developments  in  insurance  and  in  banking 
are  very  much  in  point  here.  The  annuity  contracts  traditionally 
sold  by  life  insurance  companies  bind  the  company  to  pay  a  fixed- 
dollar  amount  to  the  annuitant  at  fixed  intervals  beginning  with  a 
certain  year  of  his  or  her  life.  The  company  has  the  burden,  and 
bears  the  risk,  of  providing  the  promised  sums.  Accordingly,  the 
company  usually  invests  most  of  the  premiums  it  receives  in  real 
estate  mortgages  and  debt  securities  to  minimize  its  risk  and  assure 
its  ability  to  make  the  payments.  However,  in  recent  years  concern 
over  inflation  has  led  certain  insurance  companies  to  search  for  some 
device  that  may  afford  contract  holders  an  opportunity  to  benefit 
from  rising  market  prices  for  equity  securities  and  thereby  protect 
them  against  a  possible  decline  in  the  purchasing  power  of  the  dollar. 
For  this  purpose  the  “variable  annuity”  was  developed. 

The  variable  annuity  gives  the  contract  holder  a  varying  payment 
measured  by  the  fluctuating  market  value  of  a  pro  rata  "share  of  a 
portfolio  of  equity  securities.  Although  variable  annuities  include 
a  longevity  factor,  they  differ  fundamentally  from  traditional  annuity 
contracts  because  they:  (1)  substitute  a  promise  to  pay  an  uncertain 
amount  for  a  promise  to  pay  a  certain  amount;  and  (2)  transfer  from 
the  insurer  to  the  contract  holder  the  risks  inherent  in  a  portfolio  of 
equity  securities — a  portfolio  quite  different  in  nature  from  the  bonds 
and  the  mortgages  of  the  traditional  life  insurance  company  portfolio. 
These  features  of  variable  annuity  contracts,  together  with  the  fact 
that  the  insurance  company  segregates  the  equity  securities  from  the 
remainder  of  its  holdings,  result  in  the  creation  of  an  investment 

>2  Both  conditions  must  be  satisfied  before  the  exclusion  applies.  Sec.  3(c)  (1) . 
is  Sec.  3(c)(2). 
u  Sec.  3(c)(3). 

is  Secs.  3(c)(4),  3(c)(9),  and  3(c)(10). 
i«  Secs.  3(c)(5)  and  3(c)(6). 

17  Among  them  are  charitable,  educational,  and  similar  nonprofit  companies  (sec.  3(c) (12));  employees’ 
stock  bonus,  pension,  or  profit-sharing  trusts  that  meet  certain  conditions  imposed  by  the  Internal  Revenue 
Code  (sec.  3(c)  (13)):  voting  trusts,  the  assets  of  which  consist  exclusively  of  the  securities  of  a  single  issuer 
that  is  not  itself  an  investment  company  (sec.  3(c) (14)):  and  security  holders’  protective  committees  that 
issue  no  securities  other  than  certificates  of  deposit  and  short-term  paper  (sec.  3(c)  (15)) 
is  See  sec.  2(e)(8). 
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company  for  which  the  traditional  scheme  of  life  insurance  regulation 
is  inadequate.19  The  contractual  arrangements  create  a  specific, 
segregated  group  of  securities  with  respect  to  which  a  class  of  persons 
has  rights  and  which  is  therefore  a  “fund”  under  the  Act/0  The 
absence  of  a  legal  entity  of  the  traditional  type  (e.g.,  a  corporation) 
is  of  no  consequence  because  the  holders  of  the  variable  annuities 
constitute  an  organized  group  of  persons  brought  together  by,  and 
associated  with,  the  insurance  company  which  initiated  the  contrac¬ 
tual  arrangements.21 

Collective  investment  accounts  created  by  banks  to  attract  broad 
investor  interest  and  not  formed  for  traditional  fiduciary  purposes 
may  also  result  in  the  creation  of  investment  companies  subject  to 
regulation  under  the  Act.  As  previously  noted,  the  Act  exempts  banks 
and  common  trust  funds  maintained  by  banks  for  the  exclusive  pur¬ 
pose  of  investing  the  funds  of  trusts  and  estates  administered  by 
them.22 

However,  when  a  bank  invites  customers  for  whom  it  is  not  acting 
as  trustee,  executor,  administrator,  or  guardian  to  contribute  to 
a  common  fund  which  the  bank  will  invest  in  securities,23  the  bank 
assumes  a  new  function  which  results  in  the  formation  of  a  statutory 
investment  company  sponsored  by  the  bank.24  This  is  so  whether  or 


w  As  Mr.  Justice  Brennan  pointed  out  in  his  concurring  opinion  in  S.E.C.  v.  Variable  Annuity  Life  In¬ 
surance  Co.,  359  U.S.  65,  77-80  (1959),  the  traditional  combination  of  fixed-doll  ar  obligations  running  from 
Insurer  to  insured  and  state  regulation  with  respect  to  reserves,  solvency,  and  permissible  investments  is 
designed  to  insulate  assureds,  including  annuitants,  from  investment  vicissitudes.  The  essence  of  the 
variable  annuity,  on  the  other  hand,  is  the  absence  of  an  obligation  to  pay  a  fixed  amount  and  the  annui¬ 
tants’  assumption  of  the  risks  of  equity  investment. 

20  See  sec.  2(a)(8).  „  , 

21  SE.C.  v.  Variable  Annuity  Life  Insurance  Co.  of  America.  359  U.S.  65  (1959);  Prudential  Insurance 
Company  of  America  v.  S.E.C. ,  326  F.  2d  383  (C.A.  3.  1963),  affirming  Prudential  Insurance  Company  of 
America,  Investment  Company  Act  Release  No.  3620  (January  22,  1963),  certiorari  denied,  377  U.S.  953; 
The  Variable  Annuity  Life  Insurance  Co.  of  America.  Investment  Company  Act  Release  No.  2974  (February 
25,  1960).  In  S.E.C.  v.  United  Benefit  Insurance  Company,  359  F.  2d,  619  (C.A.  D.C.  1966),  the  Act  was 
held  inapplicable  to  variable  contracts  that  contained  a  “minimum  cash  value”  provision  and  also  provided 
for  fixed  monthlv  payments  during  the  “payout”  neriod.  In  the  court's  view  the  insurance  company  had 
retained  a  sufficient  share  of  the  investment  risk  to  qualify  the  contract  as  an  insurance  contract.  The 
Commission  considers  this  decision  erroneous.  Its  application  for  a  writ  of  certiorari  was  granted  by  the 
Supreme  Court  on  Oct.  24,  1966.  87  Sup.  Ct.  228. 

The  common' trust  fund  concept  was  in  origin  and  remained  for  many  years  an  adjunct  of  the  banks’ 
performance  of  their  traditional  fiduciary  functions.  It  was  developed  for  the  purpose  of  facilitating  bank 
administration  of  small  trusts  and  estates  and  permitted  portfolio  diversification  to  an  extent  that  would 
otherwise  have  been  imDracticable.  See  3  Scott,  The  Law  of  Trusts  1683  1693  (2d  ed.  1956).  Bogue, 
Common  Trust  Fund  Legislation.  5  Law  and  Contemp.  Probs.  430  (1938);  Mundheim  and  Henderson, 
Applicability  of  the  Federal  Securities  Laws  to  Pension  and  Profit-Sharing  Plans.  29  Law  and  Contemn. 
Probs  795  (1964)  The  statutory  exemption  was  based  on  a  study  of  common  trust  funds  made  by  the 
Commission  in  1939.  That  study  found  common  trust  funds  to  be  purely  an  adjunct  of  the  trust  phase  of 
the  banking  business.  It  stated  that:  “  Participation  in  a  common  trust  fund  is  restricted  to  trust  estates 
of  which  the  trustee  is  the  bank  or  trust  institution  which  sponsors  common  trust  funds.  Furthermore, 
an  individual  trust  estate  mav  be  commingled  or  participate  in  the  common  trust  fund  only  if  instru¬ 
ments  creating  the  individual  trusts  authorize  not  only  the  commingling  of  such  trust  estate  with  other 
trust  estates  in  a  single  unit,  but  also  permit  investment  in  the  type  of  assets  in  which  the  common  fund 
is  ffitffimtelv  to  be  invested.”  Investment  Trust  Study.  Supplemental  Report  on  Commingled  or  Common 
Trust.  Funds  Administered  by  Banks  and  Trust  Companies  (H.R.  Hoc.  No.  476,  /6th  Cong.,  1st  sess)  7-8 

f nnfWitv  of  banks  to  commingle  funds  for  collective  investment  purposes  has  been  greatly 
brLdened  in  St  yearrby  the  C^mpfroller  of  the  Currency.  Compare  27  Fed.  Regfi  9767  (1962),  the 
former  regulation  governing  Links’  collective  investment  activities,  with  12  C.F.R.  sec.  9.18  (1966  supple- 

SiSSSSSSw^  ™  Ciiy'S^m- 
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Trust  Funds— Overlapping  Responsibility  a  *  pnn?  ist  sess  7  (1963).  But  the  question  is  not  free 

House  Committee  on  Government  Operations,  88th  Cong.,  isi  sess.  t 

from  doubt. 
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not  the  formality  of  requiring  a  separate  account  with  each  person  is 
observed. 

4-  Administrative  exemptive  powers 

When  the  Act  was  under  consideration,  it  was  recognized  that  there 
were  and  would  be  investment  companies  that  did  not  fall  under  any 
of  the  specific  exclusions  heretofore  discussed,  but  which  nevertheless 
presented  peculiar  situations  rendering  it  unnecessary  or  unwise  to 
treat  them  as  investment  companies  for  some  or  all  purposes  of  the 
Act.  To  permit  the  individualized  treatment  called  for  in  these  and 
in  other  circumstances  and  to  avoid  undue  administrative  rigidity, 
the  specific  statutory  exclusions  were  supplemented  by  vesting  in 
the  Commission  the  broad  discretionary  exemptive  powers  set  forth 
in  section  6(c).25  Among  the  exceptional  situations  in  which  the  Com¬ 
mission  has  found  it  appropriate  in  the  public  interest  and  consistent 
with  the  protection  of  investors  to  grant  investment  companies  com¬ 
plete  exemptions  trom  the  Act  are  cases  in  ’which  nublic  investors  held 
only  a  minute  fraction  of  the  company’s  outstanding  shares,26  in  which 
the  company  was  formed  for  the  purpose  of  educating  its  stockholders 
rather  than  that  of  making  money  for  them,27  in  which  the  company’s 
dominant  aim  was  the  rendition  of  aid  to  a  foreign  country  rather 
than  the  attainment  of  normal  investment  objectives.28  and  those  in 
which  foreign  nationals  held  all  or  almost  all  of  the  beneficial  interest.29 

B.  TYPES  OF  INVESTMENT  COMPANIES 


The  Act  divides  registered  investment  companies  into  three  classes: 
(1)  face-amount  certificate  companies;  (2)  unit  investment  trusts; 
and  (3)  management  companies.30 

1.  Face-amount  certificate  companies 

Face-amount  certificate  companies  issue  so-called  “face-amount 
certificates.”  These  certificates  are  contracts  under  which  the  com¬ 
pany  is  bound  to  pay  a  fixed  sum  at  maturity  (the  face  amount  of  the 
certificate!  to  a  ourenaser  \\  no  ha^  n  ode  a  single  payment  or  a  series  of 
specified  installment  payments.31  Purchasers  who  fail  to  continue 
their  installment  payments  through  to  the  maturity  date  are  never¬ 
theless  entitled  to  receive  specified  surrender  values  measured  by  the 
amounts  actually  paid  in.  During  the  early  years  of  the  certificate’s 
fife,  however,  the  surrender  value  is  much  lower  than  the  amount  of 
the  payments  made.32  Face-amount  certificates  are  fixed-dollar  obli¬ 
gations  offering  an  almost  entirely  predetermined  rate  of  return.33 


431  (1942);  Maritime  Corporation,  9  S.E.C.  906  (1941);  The; 


25  The  section  reads  in  pertinent  part: 

“The  Commission  *  *  *  may  *  *  *  exempt  any  person,  security,  or  transaction,  or  any  class  or  classes  of 
persons  securities,  or  transactions,  from  any  provision  or  provisions  of  this  title  *  *  *  and  to  the  extent 
that  such  exemption  is  necessary  or  appropriate  in  the  public  interest  and  consistent  with  the  protection 
of  investors  and  the  purposes  fairly  intended  by  the  policy  and  provisions  of  this  title  ’’ 

29  The  Hutchins  Securities  Company,  12  S.E.C.  . . .  ~ 

Fitrust  Corporation,  9  S.E.C.  901  (1941). 

22  Ecdyco  Incorporated,  22  S.E.C.  784  (1946).  (The  company  was  organized  by  a  professor  and  his  classes 
in  an  advanced  economics  course  at  a  prominent  college  as  an  adjunct  to  instruction.) 

28  Israel  American  Industrial  Bank,  Limited,  Investment  Company  Act  Release  No.  2526  (May  13  1957V 
Ampal-American  Palestine  Trading  Corporation,  25  S.E.C.  24  (1947). 

22  Paribas  Corporation,  40  S.E.C.  487  (1961);  Providentia,  Ltd.,  24  S.E.C.  179  (1946);  Hudson  Trading  and 
Investing  Corporation,  9  S.E.C.  220  (1941).  v 

30  Sec.  4. 

3>  Sec.  2(a)  (15). 

32  Sec.  28(a)(2). 

33  Face-amount  certificate  companies  do  on  occasion  vote  supplemental  credits  in  addition  to  the  interest 
rate  called  for  by  the  certificate. 
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They  are  debt,  not  equity  securities,34  and  offer  a  systematic  savings 
program,  a  higher  degree  of  safety  than  the  ordinary  equity  security, 
rates  of  return  lower  than  those  now  obtainable  from  federally  insured 
savings  institutions  and  on  United  States  Government  securities, 36 
and  no  prospect  of  capital  appreciation.  Moreover,  up  to  one-half 
of  the  money  that  the  purchaser  pays  during  the  first  year  of  the 
certificate’s  life  may  be  deducted  for  sales  compensation.38 

The  face-amount  certificate  business  is  now  a  small  segment  of  the 
investment  company  industry.  The  six  active  face-amount  certificate 
companies  that  were  registered  with  the  Commission  on  June  30,  1966, 
had  assets  on  that  date  of  some  $1  billion,  which  was  about  2.3  percent 
of  the  total  assets  of  all  registered  investment  companies.37 

2.  Unit  investment  trusts 

Unit  investment  trusts  sell  redeemable  interests  in  units  of  specified 
securities.38  Tney  are  of  two  types.  One  type  of  unit  investment 
trust  holds  a  variety  of  specific  securities.  The  other  type  invests 
all  of  its  assets  in  a  single  security. 

Changes  in  the  underlying  securities  are  seldom  made  and  are 
usually  permissible  only  on  the  happening  of  certain  specified  contin¬ 
gencies.  Hence  the  trusts’  managers  have  no  appreciable  discretion¬ 
ary  power  in  the  management  of  the  trust  assets.3’  Unit  investment 
trusts  wiih  diversified  portfolios  were  numerous  and  popular  in  tne 
early  1930’s.  Since  that  time  their  importance  has  dwindled.3911 

The  single  security  type  of  unit  investment  trust,  however,  is  of 
considerable  importance.  This  type  of  trust  issues  “periodic  pay¬ 
ment  plan  certificates”  which  almost  always  evidence  interests  in  a 
portfolio  consisting  solely  of  shares  of  a  specific  investment  company. 
A  purchaser  of  a  periodic  payment  plan  certificate 40  acquires  an 
interest  in,  but  not  direct  ownership  of,  the  underlying  investment 
company’s  shares.  Since  the  purchaser  pays  for  his  interest  in  fixed 
monthly  installments  over  a  period  of  years,  this  type  of  unit  invest¬ 
ment  trust  serves  merely  as  a  mechanism  tor  buying  investment 
company  shares  on  an  installment  payment  basis,  the  aggregate 
net  assets  of  the  90  unit  investment  trusts  of  the  periodic  payment 
plan  type  that  were  registered  with  the  Commission  on  June  30,  1966, 
amounted  to  about  $3.5  billion,  approximately  7.5  percent  of  the 
aggregate  assets  of  all  other  registered  investment  companies  on  that 
date.41 


Sec.  28(a)(2).  They 


34  Face-amount  certificates  companies  must  maintain  certain  minimum  reserves, 
must  also  have  at  least  $250,000  of  paid  in  capital  stock.  Sec.  28(a)(1). 

25  Cf.  Act  sec.  28(a)(2)(A). 

3'  OnYo'f  these  companies,  Investors  Diversified  Services,  Inc.,  and  its  wholly  owned  subsidiary.  In¬ 
vestors  Syndicate  of  America,  Inc.,  account  for  95  percent  of  all  the  assets  of  the  6  active  face-amount 

0633  Alfsecuritles^ssued  by  a  unit  investment  trust  must  be  redeemable.  Act  sec.  4(2). 

33  For  this  reason,  unit  investment  trusts  were  usually  referred  to  as  “fixed  trusts  prior  to  the  passage 
of  the  \ct  There  was  at  one  time  a  widespread  belief  that  fixed  trusts  offered  a  higher  degree  of  safety  t  han 
other  types  of  investment  companies.  See  Investment  Trust  Study  Supplemental  Report  on  Fixed  and 
Semifixed  Investment  Trusts,  H.R.  Doc.  No.  567,  76th  Cong.,  3d  sess.  (1940)  24-35. 

3«»  Most  of  the  contemporary  unit  trusts  of  this  type  invest  in  municipal  bonds. 

40  Rpp  Arf  cpC  9  fa')  (26)  for  the  definition  of  a  periodic  payment  plan  ceitificate.  ......  .  , 

41  Unit  investment  trusts  of  the  periodic  payment  type  customarily  deduct  one-half  of  the  investor  s  first 

payment  plan  certificates— commonly  referred  to  as  contractual  plans  see  pp.  57  58,  2-3  247,  inf  a. 
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■3.  Management  companies 

Management  companies  are  a  residual  category.42  They  are  invest¬ 
ment  companies  that  are  neither  face-amount  certificate  companies  nor 
unit  investment  trusts.  The  managements  of  such  companies  enjoy 
relatively  unfettered  investment  discretion  and  within  the  limitations 
-of  investment  objectives  and  restrictions  stated  in  the  prospectuses 
are  usually  authorized  to  invest  in  such  securities  as  they  aeem  proper. 
Management  companies  dominate  the  modern  investment  company 
industry.  They  are  far  more  numerous  than  either  of  the  other 
types.43  On  June  30,  1966,  management  companies  had  96.5  percent 
■of  the  $46.4  billion  in  assets  held  by  all  investment  companies 
registered  with  the  Commission  on  that  date.44  All  subsequent  refer¬ 
ences  to  “investment  companies,”  unless  the  context  clearly  indicates 
otherwise,  will  be  to  management  companies. 

C.  TYPES  OF  MANAGEMENT  INVESTMENT  COMPANIES 

1.  Introduction 

Management  companies  are  divided  into  four  mutually  exclusive 
classes  by  means  of  two  overlapping  tests.  One  test,  the  diversifica¬ 
tion  test,  is  functional.  It  turns  on  the  distribution  of  a  company’s 
portfolio  investments  among  the  securities  of  different  issuers.45  The 
other,  the  closed-end  versus  open-end  test,  is  structural.  It  turns  on 
whether  an  investment  company  is  either  offering  for  sale  or  has  out¬ 
standing  any  redeemable  security  of  which  it  is  the  issuer.46  If  neither, 
it  is  a  closed-end  company.47  A  security  is  redeemable  if  by  its  terms 
the  holder,  upon  its  presentation  to  the  issuer  or  to  a  person  "designated 
by  the  issuer,  is  entitled  to  receive  approximately  his  proportionate 
share  of  the  issuer’s  current  net  assets  or  the  cash  equivalent  thereof.48 

Accordingly,  every  management  company  belongs  to  one — and 
only  one — of  the  following  four  classes: 

(1)  Diversified,  open-end. 

(2)  N on-diversified,  open-end. 

(3)  Diversified,  closed-end. 

(4)  Non-diversified,  closed-end. 

2.  Diversified  versus  non-diversified 

A  company  is  “diversified”  for  purposes  of  the  Act  if  it  invests — with 
respect  to  75  percent  of  its  total  assets — not  more  than  5  percent  of 
its  total  assets  in  the  securities  of  any  one  company  and  in  securities 
representing  not  more  than  10  percent  of  the  outstanding  voting 
securities  of  any  one  company.49  Where  a  failure  to  meet  these 


«  Sec.  4(3). 

43  528  of  the  667  investment  companies  registered  with  the  Commission  on  June  30,  1966,  were  of  the 
management  type. 

44  To  avoid  “double  counting”  the  $3.5  billion  of  assets  held  by  those  unit  investment  trusts  that  invest 
solely  in  the  shares  of  management  investment  companies  have  been  excluded. 

See  Act  sec.  5(b). 

46  Act  sec.  5(a)(1). 

47  Act  sec.  5(a)(2). 

«  Act  sec.  2(a) (31). 

49  The  Act’s  definition  (sec.  5(b)  (1)  is  as  follows: 

“  ‘Diversified  company’  means  a  management  company  which  meets  the  following  requirements:  At 
least  75  per  centum  of  the  value  of  its  total  assets  is  represented  by  cash  and  cash  items  (including  re¬ 
ceivables),  Government  securities,  securities  of  other  investment  companies,  and  other  securities  for  the 
purposes  of  this  calculation  limited  in  respect  of  any  one  issuer  to  an  amount  not  greater  in  value  than  5 
per  centum  of  the  value  of  the  total  assets  of  such  management  company  and  to  not  more  than  10  per  centum 
of  the  outstanding  voting  securities  of  such  issuer.” 

It  will  be  noted  that  the  foregoing  definition  divides  the  assets  of  diversified  investment  companies  into 
two  segments.  One  segment,  which  must  amount  to  at  least  75  percent  of  total  assets,  must  be  diversified. 
The  other,  which  may  amount  to  as  much  as  25  percent  of  total  assets,  need  not  be  diversified  and  may 
indeed  be  invested  in  the  securities  of  a  single  issuer.  This  approach  permits  a  diversified  company  to 
commit  substantial  portions  of  its  resources  to  special  situations  without  losing  its  diversified  status: 


40 


IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 


requirements  results  from  postacquisition  changes  in  security  prices,, 
the  company  does  not  lose  its  diversified  status/0 

Any  management  company  other  than  a  diversified  company  is 
classified  as  a  “non-diversified”  company  by  the  Act.51  The  diversifi¬ 
cation  of  which  the  Act  speaks  is  not  diversification  among  different 
types  of  securities,  such  as  bonds  and  stocks,  common  stock  and  pre¬ 
ferred  stock,  or  relatively  speculative  as  against  relatively  conserva¬ 
tive  issues.  So  far  as  the  Act  is  concerned  a  company  can  be  “diversi¬ 
fied”  even  if  it  confines  its  investments  to  bonds  or  to  preferred  stocks.52 
Nor  is  the  Act  concerned  with  diversification  among  industries.  Many 
“diversified”  companies  limit  themselves  to  investments  in  a  specific 
industry.53 

An  investment  in  a  diversified  company  represents  an  indirect  inter¬ 
est  in  the  securities  of  numerous  issuers,  all  of  which  may  be — and 
sometimes  are — engaged  in  one  industry.  In  contrast,  an  investment 
in  a  non-diversified  company  may  represent  an  indirect  interest  in  the 
securities  of  a  small  group  of  companies  or  sometimes  of  a  single 
company.54 

There  are,  however,  a  number  of  companies  that  are  “non-diversi¬ 
fied”  for  purposes  of  the  Act  because  their  portfolios  do  not  meet  the 
Act’s  tests  but  which  nevertheless  offer  investors  a  considerable  degree 
of  diversification.55  Non-diversified  companies  of  this  type 56  are 
functionally  more  akin  to  the  diversified  companies  than  to  the  highly 
concentrated  ty*pe  of  non-diversified  company. 

The  primary  incentive  for  the  maintenance  of  diversified  portfolios 
stems  not  from  the  Act  but  from  the  Internal  Revenue  Code,  which 
treats  “regulated  investment  companies”  that  meet  the  Code’s  diver¬ 
sification  tests  in  a  special  way.  Except  for  the  fact  that  they  apply 
to  50  percent  rather  than  to  75  percent  of  a  company’s  assets,  the 
Code’s  diversification  standards  are  similar  but  not  precisely  identical 


so  Sec.  5(c)  of  the  Act  provides  that  “a  registered  diversified  company  which  at  the  time  of  its  qualification 
as  such  meets  the  requirements  *  *  *  shall  not  lose  its  status  ns  a  diversified  company  because  of  any 
subsequent  discrepancy  between  the  value  of  its  various  investments  and  the  requirements  so  long 
as  any  such  discrepancy  existing  immediately  after  its  acquisition  of  any  security  or  other  property  is  neither 
wholly  hor  partly  the  result  of  such  acquisition.” 
si  Sec.  5(b)(2). 

52  A  number  of  diversified  companies  do  so.  ,  .  ,  ,  m  T™«  «n  imwi 

53  The  largest  of  them  are  Insurance  Securities  Trust  Fund  (assets  about  $1.1  billion  on  June  30,  1966). 

which  limits  itself  to  insurance  company,  insurance  holding  company,  and  bank  stocks,  and  C  hemical 
Fund  Inc.  (assets  approximately  $437  million  on  J une  30, 1966)  which  invests  in  the  securities  of  companies 
engaged  in  the  chemical  industry.  Both  are  “diversified”  within  the  meaning  of  the  Act,  although  neither 
nurnorts  to  offe’-  the  investor  a  wide  diversification  among  industries.  , 

P  ri? addition,  there  are  a  number  of  investment  companies  which  are  registered  as  non-diversified  but 
which  in  fact  offer  investors  a  considerable  degree  of  diversification  among  issuers  withi  i  limits  pi  esci  ibed 
bv  the  companies’  specialized  investment  policies.  Some  investment  companies  of  this  latter  type  offei 
gmgrapMwl  specialisation.  Examples  are  Eurofund,  Inc.  (June  30,  1966,  assets  about  $25  million)  which 
Kts  in  European  securities,  the  Japan  Fund,  Inc.  (June  30,  1966  assets  about  $28  million) »  whic h  has 
over  90  percent  of  its  assets  invested  in  Japanese  common  stocks,  and  Israel  Development  Coip.  (June  30, 
lQfifi  nccpfq  about  $20  million)  which  concentrates  on  Israeli  securities.  ^ 

Although  these  specialized  investment  companies  are  sometimes  called  “specialty  funds,  many  of  them 

arM 'r^a  Cola  International  Corp.  (assets  approximately  $448  million  as  of  June  30  1966)  is  an  example  of 
t h R  t vne  n f°n om dfversified  c om pan y .  Coca-Cola  International  holds  approximately  6.^  million  shares  of 
this  type  oi  no  w  Cn  which  exceDt  for  a  small  amount  of  cash  on  hand  and  some  short- 

m f  r  d °  Covernment  ScuHUes  is  Us  onS’^sef  Ch.dstiana  Securities  Co.,  the  second  largest  of  all 

SisSHSeHs 

“S^SSS^rS^'^&U  tn  million  an  ol  June  30,  100®  la  auch  a  "non- 

diversified”  company. 
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to  those  of  the  Act.57  Generally  speaking,  registered  investment 
companies  that  do  not  meet  the  diversification  tests  of  the  Code 
enjoy  no  special  tax  advantages. 58  Their  income  is  usually  taxed  in 
the  same  way  and  at  the  same  rates  applicable  to  other  corporations.59 
Companies  that  are  diversified  for  purposes  of  the  Code,  on  the  other 
hand,  enjoy  a  significant  tax  advantage  over  other  corporations.  In 
fact,  few  of  them  ever  pay  any  Federal  corporate  income  tax. 

Such  special  Federal  income  tax  treatment  allows  diversified  invest¬ 
ment  companies  to  pass  their  pretax  ordinary  income  on  to  their 
shareholders.  It  also  enables  diversified  investment  companies  and 
their  shareholders  to  avoid  double  taxation  on  net  long-term  capital 
gains  realized  by  the  companies.  To  obtain  this  favorable  Federal 
income  tax  treatment,  a  diversified  investment  company,  however, 
must  distribute  at  least  90  percent  of  its  ordinary  income  in  the  form 
of  dividends.60  Thus,  these  tax  advantages  are  obtainable  only  by 
sacrificing  the  right  to  add  substantial  portions  of  the  company’s 
earnings  to  its  capital.  Most  diversified  companies  choose  the  tax 
advantages.  Hence  they  distribute  all  or  substantially  all  of  their 
ordinary  income  to  their  shareholders.61  Most  of  these  companies 
also  distribute  all  or  substantially  all  of  their  net  long-term  capital 
gains  to  their  shareholders  even  though  there  is  no  special  tax  reason 
for  so  doing.  The  pertinent  provisions  of  the  Internal  Revenue  Code 
are  discussed  in  somewhat  more  detail  in  the  appendix  to  this  chapter. 

Diversified  companies  hold  more  than  80  percent  of  all  management 
investment  company  assets.  In  terms  of  numbers  of  shareholders, 
the  preponderance  of  the  diversified  investment  companies  is  especially 
striking.  On  December  31,  1965,  the  ten  largest  diversified  com¬ 
panies  had  about  2,686,000  shareholder  accounts,  while  the  corre¬ 
sponding  total  for  the  ten  largest  non-di versified  companies  was  only 
about  120, 000.62 

8.  Open-ends  and  closed-ends 

As  has  been  pointed  out,  the  distinction  between  an  open-end 
company  and  a  closed-end  company  is  the  presence  of  a  redeemable 
security  in  the  open-end  company’s  capital  structure.63 

*  Compare  sec.  851(b)(4)  of  the  Internal  Revenue  Code  of  1954  with  sec.  5(b)(1)  of  the  Act 
«  The  use  of  the  phrase  “special  tax  advantages”  is  not  meant  to  imply  that  the  Commission  disagrees 
with  or  Questions  the  treatment  that  the  Internal  Revenue  Code  now  gives  diversified  investment  companies. 

59  Internal  Revenue  Code,  sec.  851(b)(4).  Joint-stock  companies  and  associations  are  treated  as  corpora¬ 
tions  for  Federal  income  tax  purposes.  Internal  Revenue  Code,  sec.  7701(a)(3). 

However,  some  non-diversified  companies  enjoy  a  tax  position  even  better  than  that  of  the  diversified  com¬ 
panies.  These  are  former  public  utility  holding  companies  that  chose  to  transform  themselves  into  nun- 
di versified  investment  companies  in  order  to  comply  with  the  Public  Utility  Holding  Company  Act  of  1935. 
Some  such  companies,  among  them  the  United  Corp.  (approximate  June  30, 1906,  assets  $145  million)  Elec¬ 
tric  Bond  &  Share  Co.  (approximate  June  30,  1966,  assets  $219  million),  Standard  Shares,  Inc.  (formerly 
Standard  Power*  Light  Corp.)  (approximate  June  30,  1966.  assets  $56  million),  and  Abacus  Fund,  Inc 
(formerly  International  Hydroelectric  System  (approximate  June  30,  1966,  assets  $42  million),  hold  quanti¬ 
ties  of  utility  stocks  acquired  during  the  1920’s  at  prices  considerably  in  excess  of  those  now  prevailing. 
Sales  of  these  high  cost  utility  shares  generate  losses  in  excess  of  income.  Hence  these  companies  have 
no  earnings  or  profits  and  pay  no  Federal  corporate  income  taxes.  Under  sec.  316  of  the  Internal  Revenue 
Code,  the  amounts  that  they  distribute  to  their  stockholders  are  not  dividends  which  are  taxable  to  the 
recipient  as  ordinary  income,  but  tax-free  returns  of  capital. 

60  If  any  of  the  remaining  10  percent  of  their  ordinary  income  is  retained  by  such  companies  it  will  be 
subject  to  corporate  income  tax. 

61  Many  of  the  companies  offer  programs  pursuant  to  which  shareholders  can  invest  their  dividends  and 
capital  gain  distributions  in  new  shares.  Because  substantial  numbers  of  shareholders  have  chosen  to  avail 
themselves  of  these  programs,  much  of  the  money  that  the  companies  distribute  to  their  shareholders  finds 
its  way  back  to  their  treasuries  in  exchange  for  new  shares  issued  to  existing  shareholders. 

62  These  figures  show  aggregates  of  shareholder  accounts  and  thus  include  some  persons  who  own  shares 
in  two  or  more  investment  companies.  To  some  extent  that  cannot  be  determined  with  precision;  the  raw 
figures  understate  the  number  of  shareholders  in  the  non-diversified  companies.  This  is  so  because  much 
non-diversified  stock  is  held  in  the  names  of  nominees.  In  a  non-diversified  company  shares  of  record  held 
by  a  single  nominee  may  be  owned  beneficially  by  a  number  of  persons.  In  the  dive  sifled  companies 
(especially  in  the  open-end  diversified  companies,  and  the  ten  largest  diversified  companies  are  all  of  the 
open-end  type)  there  is  much  less  divergence  between  record  ownership  and  beneficial  ownership  See 
note  82,  on  page  44,  infra. 

63  See  p.  39,  supra. 
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Since  a  closed-end  company  is  under  no  obligation  to  redeem,  that  is, 
buy  back  its  own  shares,  its  capital  structure  is  much  like  that  of 
companies  in  other  areas  of  the  economy.64  Equity  capital  contrib¬ 
uted  by  the  public  is  viewed  as  permanently  committed  to  the  enter¬ 
prise.  Shareholders  who  wish  to  sell  must  find  buyers  on  a  securities 
exchange  or  in  the  over-the-counter  market.65  The  selling  price  is 
determined  by  market  forces  and  is  seldom  identical  to  net  asset  value. 
Similarly,  investors  who  wish  to  buy  most  normally  buy  from  existing 
shareholders,  not  from  the  company  itself.  The  company  is  not 
engaged  in  a  continuous  quest  for  new  equity  capital. 

Closed-end  companies  can  make  continuous  offerings  of  their  own 
securities.  But  very  few  of  them  actually  do  so.  Indeed,  estab¬ 
lished  closed-end  companies  seldom  make  new  public  offerings  of  any 
sort  except  through  reinvestment  programs  under  which  existing 
stockholders  can  reinvest  their  dividend  and  capital  gain  distributions 
in  new  shares  and  through  rights  offerings  pursuant  to  which  existing 
stockholders  can  purchase  new  shares.  In  recent  years  shares  of 
closed-end  companies  generally  have  tended  to  sell  at  discounts  from 
net  asset  value.66  Under  these  circumstances  a  new  offering  of  a 
closed-end  company’s  shares  would  have  to  be  made  at  a  price  that 
would  dilute  the  interests  of  existing  shareholders.67 

An  open-end  company  is  under  a  legal  duty  to  redeem  its  shares  at 
their  approximate  current  net  asset  value.  Shareholders  who  wish 
to  dispose  of  their  shares  usually  sell  to  the  issuer  rather  than  resort 
to  the  securities  markets,  as  there  is  only  a  small  trading  market  for 
open-end  shares.68  Since  there  will  always  be  some  shareholders  who 


«4  in  the  case  of  closed-end  companies,  however,  the  extent  of  the  permissible  debt  component  is  limited 

b  M^tosedHend  companies  can  repurchase  their  own  securities,  but  are  ™^er  no  obligation  to  do  so  A 
closed-end  company’s  decision  to  repurchase  its  own  shares  is  a  busmess  judgment  voluntarily  arrived  at, 

n°The^^urchase  practices  of  closed-end  companies  aregoverncd  by  sec.  M(c)  of  the  Act,  which  requires  Uiat 

such  rpnurchases  be  made  either-  (l)  in  the  open  market,  m  which  event  notice  of  intention  to  repurcnase 
must  be  riven  to  the  affected  class  of  security  holders;  or  (2)  pursuant  to  tenders  made  to  all  holdersofsecun- 
tieso  ft  he  class  to  1 be  purchased;  or  (3)  by  such  other  fair  and  nondiscriminatory  procedures  as  the  Com- 

"The're^urchase^rogram^of'clos^-OTniTnvestment  companies  and  of  other  companies  whose  securities 
a  retraded  on°  exchanges  and  in  the  over-the-counter  market 

the  antifraud  provisions  of  the  Securities  Exchange  Act  of  1934 (see  pp.  61-62  infra).  Because  of  these 
mipstions  and  also  because  extensive  repurchases  would  result  in  a  material  snnnKage  in  tne  repurcnasiu^ 
company*’  ^ize ,  closed-^nd  investm  ent  companies  have  seldom  elected  to  repurchase  substantial  quantises 

of  their  own  stock. 

w  i?nd or* sec  ^23 (b) *o f *th e *A ct ,  such  an  offering  would  require  the  consent  of  a  majority  of  the  existing 

companies  that  do  not  make  continuous  offerings  o  permit  investors  to  obtain  an  indirect 

Such  companies  issue  shares  in  of  securities  in  wchanra  for  holdings  of  the  securities  of  a 

interest  in  the  company’s  diversified  portfolio  of  s mmtwsmuL enange  ^  |ccep(.  contributions  of 

single  issuer  or  of  a  small  number  of  issuers,  "^change  minimum  figure.  The  amount  of  this 

securities  the  aggregate  market  value  of  which  is  be  o  offering  period,  exchange  funds  do  not 

minimum  varies,  but  $25,000  is  a  frequent  ^  l.  red’grlt1  sbares  already  issued.  Exchange  funds 

issue  additional  shares,  although  they  ;‘rne  p  ?L  of  securities  in  which  there  has  been  substantial  price 
appeal  primarily  to  investors  who  wish  to  dispose  of  secur  ^  Thejr  attractiveness  t0  this  class  of 
appreciation  without  having  to  pay  an  immed iia  e  ■  I  1  1  P  funds  have  until  recently  been  deemed  non- 
investors  stems  from  the  /aetth^  transactions  witn  c  c  ^  ldes  that  gain  or  loss  shall  not  be  recognized 
taxable  under  sec.  351  of  the  ( ^solei^ta  ^change  for  stock  and  securities  and  where  the 

when  property  is  transferred  to j  a  corporation  solely 0“tio“ immediately  after  the  exchange.  (See  Chirel- 
transferors  of  such  property  are  to  90jtr](io°(1^i5))  rJn  Jaiy  0f  i960,  however,  the  Internal  Revenue  Service 
stein,  “Exchange  Funds,  <5  Yale  L.J.  183  (1W.5)1.  in  Jury  o^  ^  cxchange  funds  taxable  events.  Pro- 
proposed  to  amend  its  regulations  .o  s  to make  t  The  ensuing  uncertainty  as  to  the  tax  status 

posed  Treas.  Reg.  §  1.351-1,  31  r  ed.  Keg.  y^y  t j u  y  ,  ;  tQ  a  temporary  halt.  The  tax  status  of 

of  exchange  funds  brought  the  fori  a  f  th  porcign  investors  Tax  Act  of  1966  (Pub.  Law  89-909, 

“ie“  f“' nSS I'^^ThSSui^^ted  on  November  13,  i960  provides  that  certain  types  of  transfers  to 
exchange  fundsl'if  made  on  or  before  June  30, 1967,  arc  non- taxable. 
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want  to  sell,  an  open-end  company  must  comply  with  continuous 
demands  for  cash  from  selling  stockholders.  To  offset  the  resulting 
cash  outflow,  and  because  of  the  strong  incentives  for  growth  created 
by  the  structure  of  the  industry,  the  managers  of  virtually  all  open- 
end  companies  vigorously  promote  sales  of  new  shares  at  all  times. 

Open-end  investment  companies  are  commonly  referred  to  as 
“mutual  funds.”  Indeed,  this  term  has  become  a  synonym  for 
open-end  investment  companies.69 

Today,  mutual  funds  dominate  the  industry.  They  have  for  many 
years  been  able  to  sell  new  shares  at  a  rate  far  in  excess  of  the  rate 
at  which  outstanding  shares  are  redeemed.70  Because  of  this  excess 
of  sales  over  redemptions  there  has  been  a  continuous  flow  of  money 
into  open-end  companies.  Their  growth  through  new  money  inflow 
has  been  striking. 

The  growth  of  closed-end  companies,  however,  has  been  quite 
different.  As  has  been  noted,  closed-end  companies  do  not  contin¬ 
uously  issue  new  shares;  and  since  the  tendency  of  their  shares  to  sell 
at  a  discount  from  net  asset  value  normally  precludes  them  from 
publicly  offering  new  shares,  infusions  of  new  capital  are  rare.71  More¬ 
over,  most  corporations  that  grow  from  within  do  so  through  the 
retention  and  reinvestment  of  earnings.  This  form  of  internal  growth 
is  not  as  significant  to  closed-end  companies  since,  for  tax  considera¬ 
tions  peculiar  to  investment  companies,  closed-end  companies  as  well 
as  mutual  funds  tend  to  distribute  all  or  almost  all  of  their  earnings.72 
Hence  the  only  significant  source  from  which  an  established  closed-end 
company  can  grow  is  appreciation  in  the  value  of  the  securities  that 
it  holds. 

The  “discount”  in  the  trading  markets  for  shares  of  closed-end 
companies  deters  the  formation  of  new  closed-end  companies.  Few 
have  been  formed,  except  as  an  incident  of  public  utility  holding  com¬ 
pany  reorganizations,73  or  for  the  purpose  of  investing  in  foreign  se¬ 
curities  74  and  in  the  relatively  unmarketable  securities  of  small 
businesses.76 

The  present  dominance  of  the  mutual  funds  is  a  complete  reversal 
of  the  situation  that  prevailed  in  earlier  years.  During  the  1920’s 
mutual  funds  were  few  and  small,  while  there  were  many  large  closed- 
end  companies  which  held  most  of  all  investment  company  assets.76 
After  1929,  closed  ends  lost  much  of  their  former  favor  with  investors,77 

89  The  Act  does  not  refer  to  “mutual  funds,”  a  term  which  came  into  vogue  during  the  mid-1940’s  but  had 
been  used  to  some  extent  during  prior  years.  See  Bullock,  The  Story  of  Investment  Companies  73  (1959) 
See  also  Hearings  on  S.  3580  Before  a  Subcommittee  of  the  Senate  Committee  on  Banking  and.  Currency  76th 
Cong.,  3d  sess.  452  (1940).  These,  the  hearings  on  the  bill  that  eventuallv  became  (with  modifications)  the 
Investment  Company  Act,  are  hereinafter  cited  as  “Senate  Hearings”. 

79  During  1965  total  sales  amounted  to  about  $5.2  billion  as  against  redemptions  of  approximately  $2  billion 
for  a  net  new  money  Inflow  of  roughly  $3.2  billion. 

71  The  market  discount  for  closed-end  shares  (see  table  II-l  at  p.  33,  infra)  is  a  phenomenon  that  did  not 
always  exist.  In  the  pre  1929  era,  market  quotations  for  closed-end  shares  were  often  appreciably  above  net 
asset  value.  Such  an  excess  of  market  price  over  net  asset  value  was  and  still  is  called  a  “premium.” 

72  See  p.  23,  supra. 

73  See  note  59  on  p.  41,  supra. 

74  E.g.,  Eurofund,  Inc.,  the  Japan  Fund,  Inc. 

75  As  of  June  30, 1966,  57  active  small  business  investment  companies  with  total  assets  of  $343.2  million  were 
registered  with  the  Commission  as  closed-end  investment  companies.  These  companies  were  organized 
under  the  Small  Business  Investment  Company  Act  of  1958  to  supply  capital  to  small  business  enternrises 

78  Investment  Trust  Study,  pt.  2,  33-36,  46-56,  375. 

77  The  substantial  premiums  at  which  closed-end  shares  had  previously  sold  gave  way  to  substantial 
discounts.  By  the  close  of  1929  the  aggregate  market  value  of  investment  company  shares  was  approxi¬ 
mately  35  percent  below  the  actual  value  of  those  companies’  assets.  Investment  Trust  Study,  pt  3  1021 
During  the  1930-35  period,  stockholders  of  closed-end  companies  declined  by  17,000,  while  stockhold'ers*of 
open-end  companies  increased  by  154.000.  Mutual  funds  were  able  to  sell  new  securities  during  the  depres¬ 
sion  years.  But  closed-end  companies  found  it  impossible  to  do  so.  See  Investment  Trust  Studv  Dt 
2,  375-376. 
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but  not  until  1944  did  the  aggregate  assets  of  mutual  funds  exceed 
those  of  the  closed-end  companies.78  By  June  30,  1966,  the  assets  of 
mutual  funds  were  almost  six  times  those  of  the  closed-end  companies. 
On  that  date  there  were  379  mutual  funds  registered  with  the  Com¬ 
mission,  with  total  assets  of  approximately  $38.2  billion,  as  against 
149  active  closed-end  companies  with  total  assets  of  about  $6.6  billion. 
The  open-ends  not  only  hold  more  assets  than  the  closed-ends,79  they 
have  many  more  security  holders. 

The  open-end  segment  of  the  industry  consists  almost  entirely  of 
diversified  companies.  Its  closed-end  segment,  on  the  other  hand,  is 
largely  non-diversified.80  When  the  diversified  companies  in  both  seg¬ 
ments  of  the  industry  are  compared  to  each  other,  we  see  that  the 
assets  of  the  diversified  closed-end  companies  are  valued  at  about 
$2  billion,  approximately  one-nineteenth  of  the  assets  of  the  mutual 
funds.  And  the  10  largest  open-end  diversified  companies  have 
about  2,686,000  stockholder  accounts,81  more  than  10  times  the 
number  of  stockholder  accounts  (about  244,000)  in  the  10  largest 
closed-end  diversified  companies.82 

Tables  II— 1  and  II-2  present  the  data  in  tabular  form. 

Table  II— 1. — The  10  largest  diversified  closed-end  investment  companies  on 

June  80,  1966 


Name 

Gross 

assets 

(millions) 

Net  assets 
per  share 

Selling 

price 

Percent 
premium 
or  (dis¬ 
count) 

Number  of 
share¬ 
holders  of 
record  ■> 
(thou¬ 
sands) 

1.  Tri-Continental  Corp _  _  -- 

2.  The  Lehman  Corp _ _ _ 

3.  Madison  Fund,  Inc . . - . 

4.  U.S.  &  Foreign  Securities  Corp - 

5.  The  Adams  Express  Co - - 

6.  General  Public  Service  Corp - 

7.  Niagara  Share  Corp - - 

8.  Consolidated  Investment  Trust - 

9.  General  American  Investors  Co.,  Inc-- 

10.  Investors  Securities  Corp.L - 

$535.5 

439.3 

231.3 
133.0 
117.8 

95.3 

94.3 
87.2 
82.8 

78.4 

$32.25 
35.49 
20.47 
40. 17 
30.72 
6.69 
22.26 
12.  60 
37.  57 
19.99 

$23.63 

30.63 

22.63 
29.00 
29.00 

6.00 
18.  50 
9. 75 

34.63 
15.25 

(26. 7) 

(13.7) 
10.6 

(27.8) 
(5.  6) 

(10.3) 

(16.9) 
(22. 6) 

(7.8) 

(23.7) 

8  47.3 

36. 1 
66.7 

7.9 
19.5 
=  37.9 
7.9 

11.2 
•  8.  2 
*1.3 

Tntol 

$1, 895.  0 

244.1 

®  Shareholders  as  of  Dec.  31, 1965.  ,  , ,  ,  ,  ,  ,  „  „„„. 

» Includes  3,200  holders  of  preferred  stock  and  2,900  holders  of  common  stock  purchase  warrants. 

c  As  of  March  29,  1966.  ,  , 

a  Based  on  published  bid  and  offer  quotations  in  the  over-the-counter  market. 

•  Includes  400  holders  of  preferred  stock. 

/  Formerly  known  as  International  Holdings  Corp. 

*  As  of  March  1,  1966. 


»  Bullock,  The  Story  of  Investment  Companies,  98  (1959). 

; 9  Two  diversified  open-end  companies,  Investors  Mutual,  Inc.,  with  June  30,  1966  assets  of  about  $-.8 
Pillion  and  Massachusetts  Investors  Trust,  -with  assets  of  about  $2.1  billion  on  that  date,  each  have  resources 

in  excess  of  the  aggregate  resources  of  all  diversified  closed-end  companies.  _ 

so  one  non-diversified  closed-end  company,  Christiana  Securities  Co.  (June  30, 1966  assets  about  $2.6  bil¬ 
lion) of  all  closed-end  assets  although  it  has  only  about  10,000  shareholders. 
8i  Fifnm»s  as  to  numbers  of  stockholder  accounts  are  as  of  Dec.  ol,  lyoo. 

92  Contrast  this  243  000  figure  with  the  roughly  435,000  shareholders  of  the  largest  open-end  company  , 
Investors  Mutual,  Irfc^nd  with  the  roughly  363,000  stockholders  of  tl.e  third  largest  open-end  company, 

W Because  muclf closed-end  stock  is  held  in  the  names  of  nominees,  the  number  of  beneficial  holdere  of  closed- 
,  qh'ircs  is  understated  to  some  extent.  One  of  the  larger  closed-end  companies  lias  stated  that  the  num¬ 
ber  ofits beneficial  shareowners  exceeds  the  number  of  its  shareholder  accounts  of  record  by  about  50  percent 
Mutual  fundshares,  on  the  other  hand,  arc  generally  held  of  record  in  the  names  of  their  actual  owners.  Sec 

"ThfaggregatoTnthc  text  relate  to  shareholder  accounts,  not  to  numbers  of  individuals  Since  there  is 
an  unknowif  number  of  persons  who  hold  shares  in  two  or  more  investment  companies,  these  figures  o  e 
state  to  some  extent  the  total  number  of  individuals  involved. 
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Table  II-2. — The  10  largest  diversified  open-end  investment  companies  on  June 

SO,  1966 


Name 

Net  assets 
(millions) 

Number  of 
shareholders  <* 
(thousands) 

1.  Investors  Mutual,  Inc _  _ 

$2, 838. 9 
2,  088. 9 

1. 920. 6 

1, 730.  0 
1,539.8 

1. 256. 6 

1, 245. 4 

1, 163. 3 

1,  061.0 

931.0 

435. 3 
217.  S 

<>363.4 
o  346. 3 
0  324. 3 

202.3 
<■  273. 8 
<>  186.  0 

191.0 
<■  145. 3 

2.  Massachusetts  Investors  Trust _  ... 

3.  Wellington  Fund,  Inc . . . 

4.  Investors  Stock  Fund,  Inc _ _ _ 

5.  The  Dreyfus  Fund,  Inc _ 

6.  Affiliated  Fund,  Inc _ 

7.  United  Accumulative  Fund . .  ...  _ 

8.  Fundamental  Investors,  Inc 

9.  Insurance  Securities  Trust  Fund...  . 

10.  Massachusetts  Investors  Growth  Stock  Fund,  Inc. . . . . 

Total _ _ _ 

$15, 775.  5 

2, 685. 5 

°  Shareholders  are  as  of  Dee.  31,  1965. 
b  Includes  holders  of  periodic  payment  plans. 
«  As  of  Nov.  30,  1965. 


The  reasons  for  and  the  questions  raised  by  the  phenomenal  growth 
of  the  funds  can  best  be  understood  by  examining  the  structure  of 
the  mutual  fund  industry. 

D.  MUTUAL  FUND  STRUCTURE 

1.  Introduction 

Most  mutual  funds  contract  out  their  principal  functions  to  other 
organizations  that  work  for  them  on  a  fee  basis.  This  “externaliza- 
tion  of  management”  is  the  most  striking  feature  of  the  industry’s 
organizational  pattern.  The  following  description  of  the  way  in  which 
the  funds’  most  important  functions — the  selection  of  investments,  the 
sale  of  new  shares,  and  the  execution  of  portfolio  transactions — are 
performed  delineates  the  special  characteristics  of  mutual  fund  struc¬ 
ture  and  paves  the  way  for  the  more  detailed  examination  found  in 
subsequent  chapters. 

2.  Selecting  and  supervising  investments 

All  mutual  funds  operate  within  the  limitations  imposed  by  the 
fund’s  fundamental  investment  policies  83  and  certain  other  guidelines 
stated  in  the  prospectus.84  The  fundamental  policies  must  be  set  forth 
when  the  company  registers  with  the  Commission  and  cannot  be 
changed  without  shareholder  approval.85  Most  funds  invest  mainly 
in  common  stocks.  Some  of  them  aim  primarily  at  capital  appreci¬ 
ation  and  are  prepared  to  assume  a  relatively  high  degree  of  risk  in 
pursuit  of  that  aim.  Others  place  more  stress  on  the  conservation  of 
capital  and  the  minimization  of  risk.  Some  funds  are  called  ‘‘bal¬ 
anced”  funds  because  they  maintain  relatively  balanced  portfolios 
containing  common  stocks,  preferred  stocks,  and  bonds.  A  few  funds 
limit  their  portfolios  to  bonds  or  a  combination  of  bonds  and  pre¬ 
ferred  stocks.  And,  as  has  previously  been  noted,  most  funds  aim 

sj  The  term  “fundamental  policies”  relates  to  the  relatively  narrow  list  of  topics  enumerated  in  sec.  80)1(1) 
of  the  Act  regarding  (1)  the  statutory  classification  into  which  tiie  particular  company  falls;  and  (2,  its 
policies  with  respect  to  the  borrowing  of  money,  the  issuance  of  senior  securities,  the  underwriting  of  se¬ 
curities  issued  by  persons  other  than  the  company  itself,  the  concentration  of  investments  in  particular 
industries  or  groups  of  industries,  the  purchase  and  sale  of  real  estate  and/or  commodities  and  the  making 
of  loans  to  other  persons. 

These  guidelines  relate  to  a  broader  ranee  of  subjects  than  the  fundamental  policies.  They  embrace 
such  matters  as  emphasis  on  capital  appreciation  as  against  emphasis  on  income,  and  stress  on  safety  of 
principal  as  against  stress  on  maximum  current  income. 

Act  sec.  13. 
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at  assembling  portfolios  which  represent  a  broad  cross  section  of  the 
economy  as  a  whole,  while  some  are  “specialty”  funds  which  limit 
themselves  to  a  particular  industry  or  industries.86 

The  objectives  of  most  funds  are  stated  in  rather  general  terms. 
They  set  forth  the  fund’s  primary  emphases  and  basic  policies  but 
leave  vide  scope  for  managerial  discretion.  In  selecting  and  super¬ 
vising  its  portfolio,  the  fund  strives  for  the  best  possible  investment 
performance  consistent  with  its  objectives.  To  do  so  it  needs  security 
analysts  and  investment  managers. 

Most  mutual  funds  do  not  hue  employees  of  their  own  to  provide 
these  managerial  skills.  They  obtain  them  from  a  separate  entity 
called  an  ‘‘investment  adviser.’’  The  fund  pays  the  adviser  an  “advis¬ 
ory”  fee  which  is  almost  always  a  percentage  of  the  fund’s  net  assets. 
The  customary  advisory  fee  of  one-half  of  1  percent  of  the  fund’s  aver¬ 
age  net  assets  during  the  year  87  is  the  fund’s  principal  operating  ex¬ 
pense.88  A  number  of  funds  now  have  fee  schedules  under  which  the 
traditional  one-half  of  1  percent  rate  remains  in  affect  up  to  a  stipu¬ 
lated  asset  level  with  lower  percentages  applicable  to  that  portion  of 
the  assets  above  the  specified  level.89 

The  investment  adviser,  which  usually  has  organized  and  remains 
closely  affiliated  with  the  fund,  is  almost  always  more  than  a  passive 
adviser;  it  selects  the  fund’s  portfolio  and  operates  or  supervises  most 
other  aspects  of  its  business.  Although  the  fund  itself  has  a  board  of 
directors  90  and  one  or  more  executive  officers,  a  substantial  portion  of 
the  fund’s  directors  91  and  all,  or  virtually  all,  of  its  officers  will 
normally  be  associated  with  or  employed  by  its  advisers.  In  most 
cases  all  of  the  compensation  that  such  persons  receive  for  their  serv¬ 
ices  to  the  fund  is  paid  to  them  by  the  adviser,  not  by  the  fund. 

With  rare  exceptions,  most  advisers  also  supply  the  mutual  funds 
that  they  manage  with  office  space  and  with  the  clerical  and  accounting 
personnel  necessary  to  carry  on  the  fund’s  business.  In  most — but 
not  in  all — cases  such  services  are  paid  for  by  the  basic  advisory  fee.92 

A  mutual  fund  investment  adviser  can  be  an  individual,  but  most 
advisers  are  partnerships  or  corporations.  The  securities  of  about  20 
fund  advisers  are  now  publicly  held.93  Although  many  of  the  advisers 
to  the  large  funds  have  no  nonfund  clients,  a  substantial  number 
combine  their  mutual  fund  activities  with  a  general  investment  coun¬ 
seling  and/or  securities  business.  For  example,  Lehman  Bros.,  a 
prominent  New  York  Stock  Exchange  member  firm,  was  the  founder 


se  See  note  53,  p.  40,  supra. 

8?  The  fee  is  usually  based  on  average  daily  net  assets.  ...  .  , 

88  The  advisory  fee  is,  of  course,  a  much  higher  percentage  of  a  fund  s  income  than  it  is  of  its  capital. 

«»  For  example  a  fund  may  pay  an  advisory  fee  at  the  annual  rate  of  0.50  percent  on  its  first  $300  million 
of  net  assets  0.40  percent  on  the  next  $200  million  and  0.30  percent  on  the  net  assets  in  excess  of  $500  million, 
•o  if  organized  as  a  trust,  it  will  have  a  trustee  or  board  of  trustees  instead  of  a  board  of  directors, 
ai  For  the  provisions  of  the  Act  which  affect  the  composition  of  an  investment  company’s  board  of  direc- 

t0«  MutualPfund^aisonrequire  and  usually  pay  directly  for  legal  and  auditing  services  as  well  as  the  services 
of  custodians  for  their  portfolio  securities.  .  In  addition,  they  appoint  stock  transfer  agents  for  the  issuance 
and  redemption  of  their  securities  and  agents  to  disburse  dividend  and  capital  gam  distributions  to  their 
shareholders.  A  hank  almost  always  serves  as  custodian,  and  although  banks  frequently  serve  as  stock 
transfer  and  disbursing  agents,  the  investment  advisers  to  some  funds  have  themselves  },nctertaken  to 
furnish  these  services  to  the  funds  under  their  managemnt.  The  funds  usually  pay  the  banks  directly 
for  any  services  provided  by  them,  while  in  most,  but  not  all.  instances  the  investment  advisory  fee  pays 
for  all  the  nonadvisory  services  provided  by  the  investment  adviser.  .  .  . 

m  Sometimes  the  adviser  is  a  subsidiary  of  a  conglomerate  company  for  whom  mutual  fund  management 
is  one  of  a  number  of  activities.  For  example,  International  Telephone  &  Telegraph  Corp.  controls  Hamil¬ 
ton  Management  Corp.  which  acts  as  investment  adviser  for  Hami  ton  Funds,  Inc.  (approximate  June  30, 
1966  assets  $489  million).  And  Gates  Rubber  Co.  controls  Financial  Programs,  Inc.,  adviser  to  Financial 
Industrial  Fund,  Inc.,  and  Financial  Industrial  Income  Fund,  Inc.  (combined  approximate June  30,  1966, 
assets  $347  million).  A  number  of  corporations  not  previously  associated  with  the  securities  business  or 
the  investment  company  industry  have  from  time  to  time  contemplated  the  acquisition  of  existing  or  the 
launching  of  new  mutual  fund  management  companies. 
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of,  is  adviser  to,  and  acts  as  regular  portfolio  broker  for  the  One  William 
Street  Fund,  Inc.,  a  $232  million  mutual  fund,  and  the  Lehman  Corp., 
a  $439  million  closed-end  investment  company.94  In  addition  to  its 
investment  company  activities,  Lehman  Bros,  has  an  extensive  non¬ 
fund  investment  advisory  and  general  securities  brokerage  clientele, 
is  a  leading  underwriter  of  securities  and  acts  as  financial  adviser  to 
many  large  corporations.95 

3 .  Fund  complexes 

Many  mutual  fund  advisers  organize  and  manage  a  number  of  funds 
which  have  different  types  of  investment  policies.  Thus,  the  same 
adviser  may  manage  a  balanced  fund,  a  common  stock  fund  stressing 
possible  capital  appreciation,  and  another  fund  stressing  current 
income.  Such  groups  of  funds  under  common  management  are 
sometimes  referred  to  as  “fund  complexes.” 

The  largest  fund  complex  is  managed  by  Investors  Diversified  Serv¬ 
ices,  Inc.  (“IDS”)  and  consists  of: 

(1)  Investors  Mutual,  Inc.,  a  balanced  fund  with  net  assets  of 
$2.84  billion; 

(2)  Investors  Stock  Fund,  Inc.,  a  common  stock  fund  with  net 
assets  of  $1.73  billion; 

(3)  Investors  Variable  Payment  Fund,  Inc.,  a  $560  million 
common  stock  fund  with  emphasis  on  those  stocks  offering  possi¬ 
bilities  of  capital  appreciation;  96  and 

(4)  Investors  Selective  Fund,  Inc.,  a  bond  and  preferred  stock 
fund  with  net  assets  of  $44  million.97 

In  a  few  instances  the  funds  in  the  complex  are  registered  under  the 
Act  as  a  single  investment  company  issuing  shares  in  separate  series. 
Each  such  series  has  a  separate  portfolio;  all  of  the  portfolios  are 
managed  by  the  same  adviser,  but  each  is  administered  in  accordance 
with  a  separate  investment  policy.  United  Funds,  Inc.,  a  single  reg¬ 
istered  investment  company,  with  assets  of  about  $2.2  billion  on  June 
30,  1966,  is  an  example  of  the  single  company  type  of  fund  complex. 
This  company  has  four  different  portfolios:  (1)  a  growth-oriented 
common  stock  fund,  (2)  an  income-oriented  fund,  (3)  a  science  fund 
stressing  securities  of  issuers  involved  in  new  technological  develop¬ 
ments,  and  (4)  a  bond  fund.  In  the  single  company  type  of  complex, 
the  investor  who  buy's  shares  of  a  particular  series  obtains  only  an 
interest  in  the  portfolio  maintained  for  that  series  and  is  unaffected  by 
the  performance  of  the  other  portfolios. 

Fund  complexes  enable  a  mutual  fund  adviser  to  reach  a  broader 
cross  section  of  potential  investors  and  to  offer  each  investor  the  op¬ 
portunity  to  apportion  his  aggregate  mutual  fund  investment  among 
several  funds  with  different  investment  objectives  all  managed  by  the 
same  adviser.  Most  shareholders  of  a  mutual  fund  that  belongs  to  a 

84  Figures  for  both  companies  are  as  of  June  30, 1966. 

Among  the  other  prominant  New  York  Stock  Exchange  member  firms  that  have  organized  and  there¬ 
after  acted  as  investment  advisers  to  investment  companies  are  Lazard  Freres  &  Co.,  founder  of  and  adviser 
to  the  Lazard  Fund,  Inc.  (assets  approximately  $92  million  as  of  June  30,  1966)  and  F.  Eberstadt  &  Co., 
founder  of  and  adviser  to  Chemical  Fund,  Inc.  (assets  approximately  $437  million  as  of  June  30, 1966).  Other 
New  York  Stock  Exchange  firms  active  in  the  investment  company  business  are  referred  to  in  note  159 
on  p.  59,  infra.  See  also  pp.  50,  109,  infra,  for  a  discussion  of  the  relationship  between  the  New  York  Stock 
Exchange  firm  of  Dreyfus  &  Co.  and  the  Dreyfus  Fund,  Inc.,  the  largest  of  the  broker-affiliated  investment 
companies  with  assets  of  about  $1.5  billion  on  June  30,  1966. 

86  Investors  Intercontinental  Fund,  Inc.,  a  common  stock  fund  investing  mainly  in  the  securities  of  foreign 
issuers  was  merged  into  Investors  Variable  Payment  Fund,  Inc.,  on  May  16. 1966. 

Asset  figures  for  the  IDS  funds  are  as  of  June  30,  1966.  In  addition,  IDS  is  the  dominant  factor  in  the 
face-amount  certificate  business  (see  note  37  on  p.  38,  supra). 
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complex  have  the  option  to  switch  to  other  funds  within  the  same 
complex  at  a  reduced  sales  load,  no  sales  load,  or  upon  payment  of  a 
minimal  transfer  charge.98 

Table  II— 3  identifies  the  constituent  companies  and  gives  the 
assets  (as  of  June  30,  1966)  of  the  10  largest  fund  complexes.  The  52 
funds  in  these  10  complexes  held  55  percent  of  all  mutual  fund  assets 
on  June  30,  1966,  and  about  45  percent  of  all  investment  company 
assets  as  of  that  date. 

Table  II-3. — The  10  largest  fund  complexes  as  of  June  SO,  1966 


Investment  adviser  and  names  of  companies  in  complex 


1.  Investors  Diversified  Services,  Inc.: 

(a)  Investors  Mutual,  Inc _ _ _ 

( b )  Investors  Selective  Fund,  Inc _ 

(c)  Investors  Stock  Fund,  Inc _ 

(d)  Investors  Variable  Payment  Fund,  Inc _ _ 

2.  None,  common  internal  management:  b 

(a)  Massachusetts  Investors  Growth  Stock  Fund,  Inc _ 

(b)  Massachusetts  Investors  Trust _ ; _ 

3.  Fidelity  Management  and  Research  Co.: 

(а)  Congress  Street  Fund,  Inc _ _ _ 

(б)  Contraband,  Inc _ _ _ _ _ 

(e)  Dow  Theory  Investment  Fund,  Inc _ _ _ _ _ _ _ _ 

(d)  Essex  Fund,  Inc _ j _ 

(e)  Everest  Income  Fund,  Inc _ 

(/)  Fidelity  Capital  Fund,  Inc _ _ _ _ _ 

( g )  Fidelity  Fund,  Inc _ 

(h)  Fidelity  Trend  Fund,  Inc _ _ ^ _ _ _ 

(i)  Magellan  Fund,  Inc _ _ _ 

O')  Memphis  &  Shelby  County  Medical  Society,  Inc.,  Investment  Retirement 

Trust. _ _ _ 

(fc)  Puritan  Fund,  Inc _ _ _ 

( l )  Second  Congress  Street  Fund,  Inc _ 

4.  Waddell  &  Reed,  Inc.: 

(a)  United  Accumulative  Fund _ 1... _ _ _ 

(b)  United  Bond  Fund. _ _ _ _ _ _ 

(c)  United  Funds  Canada  International,  Ltd.0 _ _ _ _ 

(d)  United  Income  Fund _ _ _ _ — 

(e)  United  Science  Fund _ _ _ _ _ _ _ 

5.  Wellington  Management  Co.: 

(а)  Exeter  Fund,  Inc _ _ _ _ 

(б)  Wellington  Fund,  Inc. _ _ _ _ 

(c)  Windsor  Fund,  Inc.d _ _ _ _ — 

6.  Investors  Management  Co.,  Inc.: 

(а)  Diversified  Growth  Stock  Fund,  Inc - - - 

(б)  Diversified  Investment  Fund,  Inc - - - - 

(r)  Fundamental  Investors,  Inc _ _ - . 

(d)  Westminster  Fund,  Inc _ _ _ _ _ _ _ 

7.  None,  common  internal  management  °  (investment  advice  and  administrative  services 

furnished  at  cost  by  Union  Service  Corp.  which  is  owned  by  the  4  companies): 

(a)  Broad  Street  Investing  Corp - - - - - 

(6)  National  Investors  Corp.  . . . . . 

(r)  Tri-Continental  Corp.f _ _ _ — . 

(d)  Whitehall  Fund,  Inc. - - - - - - - 

8.  Lord  Abbett  &  Co.: 

(n)  Affiliated  Fund,  Inc _ _ _ _ - - - 

(b)  American  Business  Shares,  Inc . . . . . . 


Aggregate 
net  assets 
of  complex 
(millions) 


»  $5, 172.  5 
}  3,  019.  9 


2,  678. 3 


2, 239. 2 


2,  050.  4 


1.581. 1 


1.439.9 


1,282.3 


a  Docs  not  include  approximately  $1  billion  hold  by  the  adviser  itself  and  by  its  wholly  owned  face- 
amount  subsidiary  investors  Syndicate  of  America,  Inc. 
b  dee  p.  49,  infra.  ,  r ...  . ,  „ 

c  Managed  by  North  American  Intercontinental  Advisers,  Ltd.,  a  Canadian  subsidiary  of  \\  addell  <v 

<i  Managed  by  Wellington  Co.,  Ltd.  of  Delaware,  a  subsidiary  of  Wellington  Management  Co. 

<•  See  pp.  10(5-107.  Since  Lnion  Service  Corp.  serves  its  investment  company  clients  at  cost,  it  is  not  an 
“  investment  adviser”  within  the  meaning  of  t  hat  term  as  used  in  the  Act.  See  see.  2(a)  (19/ ( d.Kiii). 

f  Tri-Continental  Corn.,  the  largest  of  all  closed-end  investment  companies  (see  p.  44  supra)  is  the  only 
closed-end  member  of  any  of  the  complexes  shown  in  the  table  and  the  asset  s  shown  include  the  gross 
assets  of  that  company. 

98  Many  fund  complexes  also  offer  the  same  sales  load  breakpoints  for  Quantity  purchases  of  shares  of 
several  funds  in  their  complex  as  for  shares  of  one  fund. 
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Table  II-3. — The  10  largest  fund  complexes  as  of  June  30,  1966 — Continued 


Investment  adviser  and  names  of  companies  in  complex 


9.  Keystone  Custodian  Funds,  Inc. : 

(а)  Constitution  Exchange  Fund,  Inc _ 

(б)  Investors  Capital  Exchange  Fund . . . . . 

.  (c)  Keystone  Custodian  Fund  B-l  (investment  bond  fund).. . . 

( d )  Keystone  Custodian  Fund  B-2  (medium  grade  bond  fund) . . 

(«)  Keystone  Custodian  Fund  B-3  (low-priced  bond  fund)... . . 

(/)  Keystone  Custodian  Fund  B-4  (discount  bond  fund) . . 

(g)  Keystone  Custodian  Fund  K-l  (income  fund) _ 

(h)  Keystone  Custodian  Fund  K-2  (growth  fund) _ _ _ 

(i)  Keystone  Custodian  Fund  S-l  (high-grade  common  stock  fund) . 

O')  Keystone  Custodian  Fund  S-2  (income  common  stock  fund) . 

(fc)  Keystone  Custodian  Fimd  S-3  (growth  common  stock  fund) _ 

(0  Keystone  Custodian  Fund  S-4  (lower  priced  common  stock  fund) 
(to)  Keystone  International  Fund,  Inc... _ _ 

10.  The  Putnam  Management  Co.,  Inc.: 

(а)  The  George  Putnam  Fund  of  Boston 

(б)  Putnam  Investors  Fund,  Inc... . 

(c)  The  Putnam  Growth  Fund.. . 

id)  The  Putnam  Income  Fund. . . 


Aggregate 
net  assets 
of  complex 
(millions) 


$1, 194. 4 


1,193.3 


Total. 


21,851.3 


4-  The  internally  managed  funds 

A  few  funds  are  managed  in  the  conventional  corporate  manner  by 
their  own  officers  and  directors  or  trustees.  The  largest  of  the  so-called 
internally  managed  funds  are  Massachusetts  Investors  Trust  (“MIT”), 
the  second  largest  mutual  fund,  with  assets  of  almost  $2.1  billion,  and 
Massachusetts  Investors  Growth  Stock  Fund,  Inc.  (“MIG”),  the  10th 
largest  fund,  with  assets  of  almost  $931  million."  MIT,  a  trust,  is 
managed  by  a  board  of  five  trustees.  The  MIT  trustees  also  serve, 
together  with  various  other  persons,  as  directors  of  MIGS,  a  corpo¬ 
ration.100 

The  funds  obtain  investment  advice  and  other  management  serv¬ 
ices  from  MIT’s  own  employees  who  are  compensated  by  fixed  salaries 
paid  to  them  by  MIT.101  Although  the  formulas  under  which  the  MIT 
trustees  are  compensated  place  them  among  the  best-paid  executives 
in  American  industry,102  and  although  MIT  must  bear  costs  that  would 
be  borne  by  its  adviser  were  it  an  externally  managed  fund,  MIT’s 
expenses  per  dollar  of  assets  managed  are  substantially  lower  than 
those  of  any  of  the  externally  managed  funds  listed  in  table  II-2  at 
page  35,  supra.103 

5.  The  prevalence  of  external  management 
Internally  managed  funds  are  an  exception  to  the  general  industry 
pattern.  The  practice  of  buying  investment  advice  and  management 
from  an  external  adviser  is  one  of  long  standing  and  was  firmly  im¬ 
bedded  in  the  industry  at  the  time  that  the  act  was  under  considera¬ 
tion.  The  Act  permitted  it  to  continue.  It  seems  to  stem  from  the 
fact  that  many  of  the  early  open-end  companies  were  started  by 
investment  counselors  who  viewed  the  companies  as  their  alter  egos 

M  Asset  figures  for  both  funds  are  as  of  June  30, 1966. 

100  The  12-man  MIGS  board  includes  seven  persons  who  are  not  trustees  of  M  IT. 

101  MIGS  bears  a  portion  of  the  expenses  involved. 

102  MIT  pays  its  trustees  an  annual  fee  consisting  of  a  percentage  of  the  fund’s  average  net  assets  and  gross 
earnings  (excluding  capital  gains  and  losses!.  See  pp.  105-106,  infra.. 

103  In  fiscal  1965  MIT’s  expense  ratio  was  0.18  percent  while  MIGS’expense  ratio  was  0.38  percent.  MIGS’ 
expense  ratio  is  substantially  higher  than  that  of  MIT  because  the  MIT  trustees  are  compensated  under  a 
different  formula  for  their  services  to  MIGS.  See  pp.  105-106,  infra. 
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and  not  as  business  enterprises  capable  of  existing  independently  of 
their  sponsors.104  In  many  instances  the  fund  was  formed  because  the 
adviser  believed  that  it  was  difficult  or  impossible  to  provide  adequate 
advisory  services  for  clients  of  modest  means  without  some  sort  of  a 
pooling  arrangement  that  would  permit  such  clients  to  benefit  from 
broad  portfolio  diversification  and  professional  management.  This 
consideration  is  still  a  factor  in  the  mutual  fund  business.105 

Moreover,  the  mutual  funds  of  that  era  were  small  and  might  have 
been  unable  to  bear  the  cost  of  advisory  establishments  comparable 
to  those  maintained  by  their  advisers.  There  still  are  many  funds 
that  may  have  to  resort  to  outside  advisers  because  of  their  limited 
resources.106  But  external  management  remains  predominant  even  in 
the  case  of  the  largest  funds  whose  resources  are  clearly  large  enough 
to  permit  them  to  establish  efficient,  well-staffed  and  well-remunerated 
advisory  departments  of  their  own.107 

The  advice  and  the  managerial  services  that  the  adviser  supplies 
go  to  the  heart  of  the  investment  company  business.  It  would  be  a 
mere  duplication  for  the  fund  to  establish  a  staff  of  its  own  to  do  the 
work  that  the  adviser’s  staff  is  already  doing.  Moreover,  the  growth 
that  makes  it  economically  feasible  for  a  fund  to  support  a  staff  of  its 
own  makes  the  advisory  contract  increasingly  profitable  to  the 
adviser-manager.  Hence — no  matter  how  large  the  fund  grows — the 
adviser  has  no  incentive  to  recommend  the  establishment  of  an 
internal  management  that  might  make  the  advisory  contract 
superfluous. 

6.  Portfolio  transactions 

Mutual  funds  are  constantly  buying  and  selling  large  blocks  of 
securities.  Since  these  purchases  and  sales  are  almost  always  made 
through  brokers,  the  funds  have  a  substantial  volume  of  brokerage 
business  to  allocate  among  competing  brokers.  The  distribution  of 
this  business  is  almost  always  under  the  control  of  the  fund’s  adviser. 
If  the  adviser  is  itself  a  broker  or  an  affiliate  of  a  brokerage  house,  it  or 
its  brokerage  affiliate  will  normally  receive  much  of  the  fund’s  broker¬ 
age  business.  For  example,  the  New  York  Stock  Exchange  firm  of 
Dreyfus  &  Co.  received  approximately  $2.3  million  in  brokerage 
commissions  from  the  Dreyfus  Fund,  Inc.,  during  1964,  when  the 
Dreyfus  Corp.,  the  fund’s  investment  adviser,  was  a  wholly  owned 
affiliate  of  the  brokerage  firm.108 

Advisers  unaffiliated  with  brokerage  firms  usually  apportion  the 
brokerage  business  of  the  fund  or  funds  under  their  control  among  a 
number"of  brokers.  Brokers  often  obtain  fund  brokerage  business  in 
exchange  for  such  services  as  investment  research  and  statistical  infor¬ 
mation,  daily  quotation  service  for  the  purpose  of  computing  the  net 
asset  value  of  the  fund’s  shares,  and  direct  telephone  lines.109  However, 
most  advisers  use  much  of  the  brokerage  business  they  control  to 


ios  See  pp  58-59  infra,  with  respect  to  the  relationship  between  the  fund  and  the  nonfund  activitiesof  certain 
Investment  advisers.  Also  pertinent  is  the  sponsorship  of  investment  companies  by  commercial  banks 
See  pp.  ,35  .37 ,  supra.  Such  companies  enable  the  banks  to  broaden  the  range  of  the  clientele  served  by 

thiMfHowever  'small 'fund  ma^bT a* member  of  a  large  complex  of  funds  with  aggregate  resources  large, 
enough  tpC permit  the  maintenance  of  an  adequate  internal  advisory  staff  serving  the  entire  group  of  funds 
loi  on  thither  hand,  the  large  closed-end  companies  are  usually  managed  internally  along  conventional 

Ann  sold  almost  all  of  their  stock  in  the  adviser  to 

-the  public  However  Dreyfus  A  Co.  remains  the  Dreyfus  Fund's  regular  portfolio  broker.  ,  , 

^  im  gee  Wharton  Report  527.  If  the  advisers  W9re  unable  to  pay  for  these  services  with  the  funds  brokerage 
business,  they  or  the  funds  would  have  to  pay  forthem  in  cash. 
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reward  brokers  and  dealers  who  sell  the  funds'  shares.110  A  bn 
age  firm  that  sells  mutual  fund  shares  normally  gets  a  share  of 
fund’s  brokerage  commissions  as  extra  compensation  for  its  sales 
efforts.  Hence  the  funds’  brokerage  business  has  become  a  source 
of  additional  selling  compensation  for  retail  distributors  of  fund 
shares.111 

The  use  of  portfolio  brokerage  business  to  reward  brokers  who  sell 
fund  shares  is  facilitated  by  the  rides  and  the  commission  rate  struc¬ 
tures  of  the  various  exchanges.  These  rules  require  all  customers  to 
pay  minimum  commissions.  But  the  broker  who  actually  executes  a 
transaction  can  give  some  of  his  commission  to  other  brokers.  Such 
commission  splitting  is  permissible  under  exchange  rules  even  if  the 
other  brokers  do  no  work  in  connection  with  the  transaction.  Hence 
one  portfolio  purchase  or  sale  can  be  used  to  produce  income  for 
several  brokers  by  having  the  broker  to  whom  the  order  is  given 
divide  his  commission  with  a  number  of  other  brokers.112  This  allows 
the  funds’  investment  advisers  to  channel  the  funds’  exchange  trans¬ 
actions  to  a  relatively  small  number  of  brokers  and  at  the  same  time 
to  distribute  supplemental  cash  payments  derived  from  the  brokerage 
commissions  paid  on  those  transactions  to  the  much  larger  number  of 
dealers  who  sell  fund  shares.113  If  a  transaction  is  executed  on  the  New 
York  Stock  Exchange,  the  commission  can  be  shared  directly  only  by 
members  of  that  exchange.114  However,  fund  advisers  can  direct 
brokerage  dollars  to  broker-dealers  that  are  not  New  York  Stock 
Exchange  members  by  instructing  their  brokers  to  execute  trans¬ 
actions  on  a  regional  exchange  of  which  the  dealer  that  they  wish  to 
benefit  is  a  member.115  Further,  by  using  those  regional  exchanges 
which  permit  their  members  to  share  commissions  with  broker-dealers 
who  are  not  members  of  any  exchange,  advisers  can  direct  portions 
of  the  brokerage  income  created  by  fund  activities  to  over-the-counter 
securities  firms  that  sell  fund  shares. 

7.  Selling  new  shares 

As  has  been  pointed  out,  the  shares  of  a  vast  majority  of  mutual 
funds  are  continuously  sold  to  investors.116  Some  funds  sell  their 
shares  at  net  asset  value  without  the  imposition  of  a  sales  charge. 
Most  funds,  however,  add  a  charge  to  net  asset  value  known  as  the 
“sales  load.”117  Such  funds  are  called  “load  funds,”  while  those 
whose  shares  are  sold  at  net  asset  value  are  called  “no-load  funds.”118 

‘i°  This  is  not  true  in  the  case  of  funds  whose  shares  are  distributed  by  the  principal  underwriter’s  own 
retail  selling  organization.  See  p.  56,  infra. 

m  See  Special  Study,  pt.  4,  215-218.  Where  the  fund’s  adviser-underwriter  keeps  most  or  all  of  its  broker¬ 
age  business  for  itself,  it  may  have  to  give  almost  all  of  the  sales  load  to  its  retail  dealers  in  order  to  offset  the 
competitive  disadvantage  flowing  from  its  failure  to  direct  brokerage  business  to  members  of  its  dealer 
group. 

in  The  nonexecuting  brokers  usually  receive  60  percent  of  the  aggregate  commission.  The  executing 
broker  finds  it  worth  his  while  to  accept  fund  business  for  40  percent  of  the  normal  brokerage  fee. 

"3  Brokerage  compensation  (in  the  form  of  markups  or  commissions)  derived  from  over-the-counter  trans¬ 
actions  cannot  properly  be  used  to  reward  dealers  who  have  no  bona  fide  connection  with  the  transaction, 
since  there  are  no  minimum  schedules  of  charges  in  the  over-the-counter  market.  See  pp.  178-179  infra, 
m  New  York  Stock  Exchange  Constitution,  art.  XV. 

m  Many  securities  listed  on  the  New  York  Stock  Exchange  are  also  listed  on  regional  exchanges,  and  many 
of  the  large  New  York  Stock  Exchange  firms  that  act  as  brokers  for  the  funds  also  belong  to  one  or  more 
regional  exchanges. 

*'•  See  pp  42-43,  supra. 

i't  This  term  is  used  in  the  Act  (Secs.  2(a)(34),  10(d)(3),  22(b))  as  well  as  by  the  industry, 
in  Although  the  Act  makes  no  express  use  of  the  terms  “load  fund’’  and  “no-load  fund,”  it  recognizes 
the  existence  of  and  makes  provision  for  the  two  types.  Thus,  sec.  10(a)  of  the  Act  requires  that  at  least 
40  percent  of  the  directors  of  a  registered  investment  company  consist  of  persons  otherwise  unafiiliated  with 
the  company,  while  sec.  10(d)  allows  no-load  funds  to  have,  under  specified  conditions,  only  one  un¬ 
affiliated  director.  See  pp.  67-68,  infra,  for  a  discussion  of  the  statutory  concept  of  “affiliation.” 
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Most  mutual  fund  investors  pay  a  sales  load  in  connection  with 
the  purchase  of  their  shares.  On  June  30,  1966,  total  mutual  fund 
assets  amounted  to  about  $38.2  billion.  Only  $2.1  billion  119  or  a  little 
over  one-twentieth  of  that  amount  was  held  by  the  approximately  60 
no-load  funds  registered  with  the  Commission  on  that  date.120  In 
terms  of  shareholder  accounts,  at  the  end  of  1965  the  10  largest  no-load 
funds  had  a  total  of  about  209,000  shareholder  accounts,121  roughly  one- 
thirteenth  as  many  as  the  approximately  2,686,000  shareholder  ac¬ 
counts  of  the  10  largest  load  funds.122 

8.  The  load  funds 

A  person  who  invests  in  a  load  fund  does  not  obtain  an  interest  in 
the  fund  equal  in  value  to  the  amount  that  he  pays  for  his  shares, 
since  the  sales  load  is  first  deducted  from  the  purchase  price.123  The 
sales  load  does  not  go  to  the  fund  but  to  a  separate  selling  organiza¬ 
tion.124  The  load  is  a  stipulated  percentage  of  the  total  purchase  price. 
The  amount  of  the  load  varies  to  some  extent  from  fund  to  fund,  but 
almost  always  ranges  from  7.50  to  8.75  percent  of  the  total  purchase 
price,  with  8.50  percent  found  most  often  at  present.  Most  funds 
charge  lower  loads  on  larger  purchases,  but  a  reduction  in  the  basic 
load  is  seldom  made  for  a  purchase  of  less  than  $10,000.  The  follow¬ 
ing  schedule  is  considered  representative: 

Sales  load  {as  a  percentage  of  the  total  purchase  price) 


Size  of  purchase:  a 

Less  than  $12,500 _ 8.  50 

$12,500  to  $24,999 _ 7.  50 

$25,000  to  $49,999 _ 5.  75 

$50,000  to  $99,999 _ 4.  00 

$100,000  to  $249,999 _ 3.  25 

$250,000  to  $999,999 _  2.  50 

$1,000,000  and  over _  1-  00 


»  The  levels  at  which  the  charges  fall  ($12,500,  $25,000,  $50,000,  etc.)  are  called  “breakpoints.” 


The  imposition  of  an  8.50  percent  load  means  that  a  load  fund 
receives  $915  from  an  investor  who  expends  $1,000  to  purchase  its 
shares.  If  the  investor  later  redeems  his  shares,  and  if  there  has  been 
no  change  in  the  market  prices  of  the  fund’s  portfolio  securities, 
the  fund  cannot  possibly  pay  him  more  than  the  $915  that  it  received. 
In  fact,  the  investor  will  probably  receive  a  little  less  than  $915. 


ii»  Includes  $231  million  held  by  the  One  William  Street  Fund,  Inc.,  which  was  a  load  fund  from  the  time 
of  its  organization  in  1958  until  June  20,  1964,  when  it  became  a  no-load  fund  The  One  Wil  iam  Street 
Fund.  Inc.  was  the  largest  no-load  fund  on  June  30, 1966,  and  is  now  the  second  largest  of  the  no-load  funds. 

no  This  is  about  the  same  amount  as  the  assets  held  on  that  date  by  the  diversified  closed-end  companies. 
See  D.  44  supra.  However,  since  the  closed-end  companies,  as  a  group,  are  older  than  the  no-load  funds, 
unrealized  appreciation  rather  than  new  capital  accounts  for  a  larger  proportion  of  the  closed-end  com- 
nanies’  total  assets  than  of  the  no-load  funds’  total  assets. 

Pam  Includes  approximately  60,000  shareholders  of  the  One  William  Street  Fund,  Inc.  See  footnote  119 

°n,2  Thisis  identical  with  the  figure  previously  given  for  the  aggregate  number  of  shoreholder  accounts  in  the 
1  o  lareest  diversified  companies  (p.  41  supra)  because  all  of  those  companies,  which  are  listed  in  table  II  2  at 
n  45  supra  are  load  funds  The  largest  no-load  fund,  T.  Rowe  Price  Growth  Stock  Fund,  Inc.,  with  about 
$224  1  mdlion  in  assets  on  June  30,  1966,  and  about  42,000  shareholders  on  Dec.  31,  1965,  is  not  large  enough 

'WtoA between  the  prlee  of  .security  to  the  publicans  that 
portion  of  the  proceeds  from  its  sale  which  is  received  and  invested  or  held  for  investment  by  the  issuer 
I  *  •  iess  any  portion  of  such  difference  deducted  for  trustee’s  or  custodian  s  fees,  insurance  premiums,  issue 
taxes,  or  administrative  expenses  or  fees  which  are  not  properly  chargeable  to  sales  or  promotional  activities. 

Sei2i  Caseshi  which  the  fund  itself  exacts  and  retains  a  sales  charge  are  uncommon.  In  these  instances,  the 
charee  is  much  lower  than  in  the  typical  load  fund.  Moreover,  the  marketing  techniques  “[  the  funds  that 

fSfj" 

30,  1966. 
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This  is  so  because  injections  of  new  capital  into  and  withdrawals 
of  old  capital  from  a  mutual  fund  lead  to  purchases  and  sales  of 
portfolio  securities  that  entail  brokerage  costs.  These  brokerage 
costs  are  charged  to  capital,  not  to  income.  Accordingly,  our  hypo¬ 
thetical  investor’s  $915  will  be  reduced  by  portfolio  brokerage  costs. 
The  amount  of  these  brokerage  costs  depends  on  the  extent  of  the 
gap  between  sales  and  redemptions  and  on  the  fund’s  cash  position.125 
The  $85  sales  charge  is  retained  by  those  who  did  the  selling. 

The  practice  of  expressing  the  mutual  fund  sales  load  as  a  percentage 
of  the  total  purchase  price  differs  from  the  way  in  which  sales  charges 
are  computed  in  transactions  on  the  organized  securities  exchanges 
and  in  the  over-the-counter  securities  markets.  There,  brokerage 
commissions  are  expressed  as  a  percentage  of  the  amount  paid  by 
the  buyer  to  the  seller,  not  as  a  percentage  of  the  total  cost  of  acqui¬ 
sition.  And  in  those  over-the-counter  securities  transactions  in  which 
the  securities  dealer  acts  as  principal  rather  than  as  agent,  the  dealer’s 
markup  is  a  percentage  of  the  contemporaneous  cost  of  the  securities 
to  the  dealer,  not  of  their  cost  to  the  investor.  Mutual  fund  sales 
loads  appear  about  one-tenth  higher  when  expressed  as  a  percent¬ 
age  of  the  amount  of  the  purchaser’s  money  actually  received  by  the 
fund.  The  $85  sales  load  on  a  $1,000  purchase  of  mutual  fund  shares 
from  which  an  8.5  percent  load  is  deducted  is  9.3  percent  of  the  $915 
that  actually  goes  to  the  fund  and  would  be  described  as  a  9.3  percent 
charge,  instead  of  an  8.5  percent  charge,  if  mutual  fund  sales  loads 
were  computed  in  the  way  in  which  selling  commissions  and  discounts 
are  usually  computed  in  the  exchange  and  over-the-counter  markets.126 

From  the  small  investor’s  point  of  view  the  sales  load  is  by  far  the 
principal  cost  of  a  mutual  funds  investment.127  Most  mutual  fund 
investors  are  small  investors,128  and  the  8.5  percent  sales  load  that 
they  normally  pay  is — assuming  that  the  net  asset  value  of  the  fund’s 
shares  does  not  change — almost  19  times  their  pro  rata  share  of  the 
customary  annual  advisory  fee  of  one-half  of  1  percent.129 

The  load  is  also  higher  than  the  cost  of  acquiring  most  other  types 
of  securities.  Most  mutual  fund  portfolios  consist,  in  the  main,  of 

125  See  205,  infra. 

I28  Underwriting  commissions  and  discounts  with  respect  to  the  sale  of  conventional  newly  issued  or  out¬ 
standing  securities  being  offered  to  the  general  public  for  the  first  time  are  computed  in  the  same  fashion  as 
that  in  which  mutual  fund  sales  loads  are  computed,  i.e.,  as  a  percentage  of  the  total  purchase  price.  The 
distribution  of  conventional  securities  of  this  sort  differs,  however,  in  a  number  of  respects  from  the  distribu¬ 
tion  of  mutual  fund  shares.  See  p.  55,  infra. 

127  Large  investors  benefit  from  the  reduced  loads  charged  for  substantial  purchases.  See  p.  52,  supra. 

The  survey  of  mutual  fund  purchasers  made  for  the  Special  Study  by  the  Wharton  School’s  Securities 
Research  Unit  concluded  that:  “A  profile  of  the  typical  mutual  fund  purchaser  *  *  *  can  be  sketched  roughly 
as  follows:  He  is  a  man  in  his  middle  to  late  forties,  who  is  married,  and  has  about  three  dependents.  His 
formal  education  probably  stopped  after  high  school  graduation;  but  there  is  a  fair  chance  that  he  has  done 
a  small  amount  of  college  work.  Moreover,  he  is  employed  most  likely  in  a  capacity  involving  specialized 
skills— but  somewhat  short  of  formal  professional  training.  His  annual  income  falls  in  the  $5,000  to  $10,000 
range.  Chances  are  9  in  10  that  he  is  covered  by  life  insurance,  the  median  amount  being  between  $10,000 
and  $15,000.”  Special  Study,  pt.  4,  273. 

The  survey  on  which  the  foregoing  conclusions  were  based  was  made  in  September  and  October ofl962. 
Subsequent  surveys  by  the  Investment  Company  Institute  show  a  considerable  rise  in  the  income  of  mutual 
fund  shareholders  between  1963  and  1966.  See  Investment  Company  News,  June  1966  (1966  median  family; 
income  of  mutual  fund  shareholders  who  purchased  their  shares  on  a  lump  sum  basis  was  $11,350  as  against 
a  comparable  figure  of  $8,122  in  1963,  and  1966  median  family  income  of  mutual  fund  shareholders  who  are 
accumulating  mutual  fund  shares  pursuant  to  installment  plans  (see  pp.  57-58,  infra)  was  $11, 750 as  against 
$9,045  in  1963.  Of  course,  since  these  figures  are  medians  one-half  of  the  persons  in  the  groups  surveyed  had 
family  incomes  below  the  medians.  Moreover,  the  Investment  Company  Institute  reports  that  its  da’tashow 
that  the  portion  of  an  investor’s  total  assets  represented  by  mutual  fund  shares  “does  vary  by  income, 
with  fund  holdings  diminishing  as  income  increases”  (Investment  Company  News,  June  1966.  d.  2).  (Emnha- 
sis  added.))  (See  also  pp.  205-207,  infra.) 

129  In  the  case  of  the  $1,000  mutual  fund  investment  at  an  8.5  percent  load,  the  load  is  $85.  If  there  is  no 
change  in  the  net  asset  value  of  the  fund's  shares  during  the  year  subsequent  to  the  making  cf  the  investment 
the  pro  rata  share  of  the  annual  advisory  fee  will  be  about  $4.57,  roughly  one-half  of  1  percent  of  the  amount 
actually  at  work  in  the  fund. 


54 


IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 


issues  listed  on  national  securities  exchanges.130  Since  the  cost  of 
purchasing  a  round  lot 131  of  a  listed  security, 132  which  is  usually  around 
1  percent  of  the  purchase  price,  must  be  paid  by  sellers  as  well  as  by 
buyers,  the  total  cost  of  the  purchase  and  subsequent  sale  of  a  listed 
security,  assuming  no  change  in  the  security’s  market  price,  is  normally 
about  2  percent  (1  percent  when  buying  and  a  second  1  percent  when 
selling)  of  the  security’s  price.  Load  fund  shares,  on  the  other  hand, 
can  be  converted  into  cash  free  of  charge.133  Nevertheless,  the  9.3  per¬ 
cent  charge  that  the  usual  load  fund  shareholder  pays  at  the  time  of 
acquisition  is  more  than  four  and  one-half  times  the  aggregate  2  per¬ 
cent  charge  incurred  by  the  usual  buyer  of  a  conventional  listed  secur¬ 
ity  who  subsequently  decides  to  sell.134  This  marked  difference  in  sales 
charges  becomes  even  more  striking  when  one  remembers  that  the 
load  funds  themselves  pay  brokerage  commissions  when  they  buy 
and  sell  securities,  just  as  other  investors  do,  and  that  the  burden  of 
those  brokerage  commissions  falls  on  their  shareholders.  Thus  the 
sales  load  can  to  some  extent  be  viewed  as  an  addition  to,  rather  than 
as  a  substitute  for,  the  sales  charges  that  an  investor  has  to  pay  when 
he  invests  directly  for  his  own  account.135  This  higher  cost  of  pur¬ 
chasing  load  fund  shares  is  attributable  in  large  measure  to  the  method 
by  which  those  shares  are  sold. 

9.  How  load  f  und  shares  are  sold 

The  sale  of  new  load  fund  shares  is  always  contracted  out  to  an 
external  organization  which  has  the  exclusive  right  to  obtain  shares 
from  the  fund  and  sell  them  to  dealers  or  to  the  public  or  both.  In 
most  cases,  this  exclusive  right  is  given  to  either  the  investment 
adviser  itself  or  a  separate  organization  owned  by,  or  closely  affiliated 
with,  the  adviser. 

Since  mutual  fund  shares  are  securities,  and  since  those  who  distrib¬ 
ute  new  securities  on  behalf  of  issuers  are  called  underwriters,  the 
holder  of  this  exclusive  right  is  known  as  the  fund’s  “principal  under¬ 
writer.”  138  The  underwriting  of  mutual  fund  shares  is  quite  different, 
however,  from  the  underwriting  of  conventional  securities.  An  under¬ 
writer  of  a  new  issue  of  conventional  securities  is  concerned  with 


no  See  Wharton  Report  182-191  (listed  issues  accounted  for  over  85  percent  of  the  aggregate  money  value  of 

funds’ stockholdings).  ,  , 

in  A  round  lot  usually  consists  of  100  shares  or  a  multiple  thereof. 

i32  The  shares  of  most  of  the  larger  diversified  closed-end  companies,  which  also  offer  diversification  and 
nrofessional  investment  management,  are  listed  on  securities  exchanges.  ,  .  ,  .  , 

13  ' 33  Although  a  number  of  load  funds  are  authorized  by  their  charters  to  impose  redemption  fees,  few  of 

thern  actually  charge  a  redemption  fee  at  the  present  time.  .  ,  *  • 

1 34  a  number  of  load  funds— some  of  them  quite  large — invest  largely  or  even  exclusively  in  over-the- 
counter  securities  To  purchasers  of  shares  in  such  funds  a  comparison  of  load  fund  acquisition  costs  to 
ower-the-counter  acquisition  costs  is  meaningful. .  Charges  for  executing  transactions  m  the  over-th^counter 
are  governed  by  the  rules  of  the  National  Association  of  Securities  Dealers,  Inc.  (NASD)  See  pp.  62^3,  infra 
tnr  a  ripcrrintinn  of  the  functions  of  this  organization  and  its  impact  on  the  distribution  oi  securities,  me 
NASD's rules ^  eener^ly  require  that  such  charges  be  fair  and  reasonable  takmg  into  consideration  all 
relevant  circumstances  A  substantial  portion  of  over-the-counter  transactions  are  executed  on  an  agency 
hn^is^Tn^hpseinsbmces  a  commission— usually  comparable  to  the  commissions  for  executing  exchange 
basis.  In  these  instances  a  “  g12jpH)  with  respect  to  transactions  executed  on  a  principal 

Issues  usm  aHy^  sure  ^prom  in  ent  fy  in  ®  ^  rchasers  would'beHkefyto  in  vest  wrere  they^o 

over,  this  is  the  type  of  issue  in  which  mos  cost  of  a  purchase  and  a 

s>ubsequen7saie^Tan^er-the-Munter°securityVwil^^^al?eneral^nile— be  considerably  lower  than  the  nor¬ 
mal  mutual  fund  sales  charge  of  9.3  percent.  See  pp.  211  21-,  infra. 

136  A^t  *sec3'2(a)P(28) AUhoughT^load  "fund  could  have  a  number  of  principal  underwriters,  the  use  of 
only  one  principal  underwriter  is  customary. 
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raising  a  specific  amount  of  money  within  a  limited  time  by  selling  a 
stated  quantity  of  securities  to  the  public.137  Its  relationship  to  the 
issuer  whose  securities  it  is  selling  is  not  continuous  but  is  limited  to  a 
specific  offering.  Its  compensation  consists  wholly  or  largely  of  the 
difference  between  the  amount  it  receives  from  the  public  and  the 
amount  it  is  obligated  to  turn  over  to  the  issuer.138 

The  principal  underwriter  of  a  mutual  fund,  on  the  other  hand, 
has  a  much  broader  and  a  continuing  function.  Its  function  is  not  to 
sell  a  specific  quantity  of  securities  within  a  stated  time,  but  to  channel 
as  great  a  continuous  flow  of  new  capital  into  the  fund  as  it  possibly 
can.  Since  in  most  instances  the  principal  underwriter  is  also  the 
investment  adviser  or  closely  affiliated  with  the  adviser,  the  economic 
benefits  derived  from  the  discharge  of  the  underwriting  function  are 
not  limited  to  underwriting  compensation  as  such.  Growth  in  the 
size  of  the  fund  which  results  from  new  share  sales  outpacing  redemp¬ 
tions  increases  the  annual  advisory  fee.  When  the  adviser  or  its 
affiliate  serves  as  regular  broker  to  the  fund,  growth  through  the  sale 
of  new  fund  shares  leads  to  an  increase  in  the  brokerage  commissions 
paid  to  the  adviser-broker.  Thus,  sales  of  new  shares  that  generate 
increases  in  continuous  advisory  income  and  brokerage  payments  may 
warrant  the  maintenance  of  an  otherwise  unprofitable  underwriting 
operation.139 

The  principal  underwriter  is  usually  a  wholesaler  of  the  fund’s 
shares.  It  leaves  the  retail  selling  to  numerous  retail  dealers  and 
usually  attempts  to  bring  as  many  retail  dealers  as  it  can  into  its 
dealer  group.  A  principal  underwriter  for  a  large  fund  or  group 
of  funds  may  have  a  dealer  group  of  hundreds  of  retail  securities 
dealers  who  do  the  actual  selling  to  the  public.  The  retail  dealer 
need  not  and  normally  does  not  bind  himself  to  one  principal  under¬ 
writer  but  deals  with  a  number  of  different  principal  underwriters  and 
sells  the  shares  of  many  different  funds  simultaneously. 

The  chief  endeavor  of  a  principal  underwriter  is  twofold.  First, 
it  seeks  to  encourage  retail  dealers  to  sell  mutual  fund  shares  rather 
than  other  types  of  securities.  Secondly,  the  principal  underwriter 
tries  to  encourage  retail  dealers  to  sell  the  shares  of  the  fund  or  funds 
that  it  is  distributing  rather  than  the  shares  of  the  funds  underwritten 
by  other  principal  underwriters.  Hence  the  principal  underwriter 

is?  In  many  such  underwritings  the  underwriter  agrees  to  buy  those  securities  from  the  issuer  In  that 
event,  he  must  supply  the  issuer  with  a  stipulated  amount  of  money  on  a  certain  date  whether  or  not  he  has 
succeeded  in  inducing  others  to  buy  the  issuer’s  securities  from  him.  He  is  called  an  underwriter  because  he 
underwrites  or  assumes  the  risk  that  the  securities  will  be  unsalable  to  the  public  at  the  agreed  upon  offering 
price.  The  principal  underwriter  of  a  mutual  fund  takes  no  such  risk.  It  does  not  undertake  to  sell -a 
specific  quantity  of  shares  and  is  not  obligated  to  pay  the  fund  a  stated  sum  of  money.  Its  only  obligation 
to  the  fluid  is  that  of  using  its  best  efforts  to  obtain  orders  for  shares.  It  obtains  shares  from  the  fund  only 
after  it  has  first  received  an  order  for  them.  The  sales  aspect  of  the  mutual  fund  business  is  to  some  extent 
analogous  to  “best  efforts”  distributions  of  conventional  securities.  In  both  eases  the  “underwriter”  is 
really  a  selling  agent  rather  than  a  risk  bearer.  But  even  a  “best  efforts”  underwriter  of  a  conventional 
security  must  usually  dispose  of  a  fixed  quantity  of  securities  within  a  limited  time. 

*3‘  The  conventional  underwriter  sometimes  receives  noncash  compensation;  for  example,  securities  sold 
to  it  at  prices  less  than  their  public  offering  price  (or  current  fair  market  value),  or  long-term  options  or 
warrants  to  buy  additional  quantities  of  the  underwritten  security  at  prices  close  to  the  present  public 
offering  price.  Since  the  underwriter  usually  pays  a  nominal  price  for  such  options  or  warrants  they  offer 
an  opportunity  for  capital  appreciation— sometimes  for  very  substantial  capital  appreciation— witli  little 
or  no  counterbalancing  risk  of  loss.  When  underwriters  receive  such  noncash  compensation,  they  usually 
do  so  in  connection  with  the  distribution  of  unseasoned  securites  or  those  being  offered  to  the  public  for  the 
first  time.  The  Act  prohibits  mutual  funds  from  compensating  their  underwirters-or  other  persons  for 
that  matter— in  this  fashion.  See  p.  68.  infra.  But  this  does  not  mean  that  such  noncash  compensation  is 
unavailable  to  mutual  fund  underwriters.  Although  persons  engaged  in  the  dist.  ihution  of  mutual  funds 
cannot  receive  securities  at  bargain  prices  or  options  or  warrants  from  the  funds  themselves  they  can— and 
do— receive  such  emoluments  from  the  mutual  fund  management  companies  whose  freedom  to  issue  securi¬ 
ties  on  such  terms  and  conditions  as  they  please  is  unrestricted  by  the  Act. 

■39  Advisory  income  often  subsidizes  unprofitable  underwriting  operations.  See  pp.  122-125,  201 
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must  make  the  sale  of  shares  of  its  fund  more  advantageous  to  retail 
dealers  than — or  at  the  very  least  as  advantageous  as — the  sale  of 
shares  of  funds  distributed  by  competing  principal  underwriters. 
One  method  of  competing  for  the  dealer’s  favor  is  to  increase  the  direct 
sales  compensation  he  receives.  Another  is  to  reward  him  with  a 
portion  of  the  brokerage  commissions  generated  by  the  fund’s  pur¬ 
chases  and  sales  of  portfolio  securities. 

Some  principal  underwriters  use  a  marketing  technique  quite 
different  from  the  one  that  has  just  been  described.  They  sell 
directly  to  the  consumer  through  their  own  or  their  subsidiary’s  retail 
sales  staff.  The  retailing  employees  of  these  integrated  distributors 
are  known  as  “captive  sales  forces.”  Among  the  integrated  dis¬ 
tributors  is  Investors  Diversified  Services,  Inc.,  investment  adviser 
to  and  principal  underwriter  of  the  largest  fund  complex,  with  assets 
of  almost  $5.2  billion  as  of  June  30,  1966. 140  This  adviser-under¬ 
writer’s  sales  organization  has  several  thousand  salesmen  and  is  the 
exclusive  retailer  of  the  four  funds  that  it  advises  and  underwrites 
and  sells  only  the  shares  of  those  funds.141 

Although  most  load  fund  shares  are  still  sold  through  independent 
retail  dealers  in  business  for  themselves,  captive  sales  forces  are  of 
growing  importance.  The  loads  charged  by  funds  whose  shares  are 
distributed  by  captive  sales  forces  are  about  the  same  as  those  charged 
by  the  funds  that  use  the  conventional  wholesaler-retailer  system. 
Most  of  the  load  goes  to  the  individual  salesmen  who  make  the  sale 
and  to  the  supervisory  staffs  who  recruit,  train,  and  stimulate  the 
efforts  of  the  salesmen.142 

Competition  for  dealer  interest  among  the  principal  underwriters 
who  use  the  independent  retailer  system  and  competition  for  salesmen 
among  the  integrated  principal  underwriters  has  exerted  an  upward 
pressure  on  sales  loads.  Countervailing  downward  pressures  have 
been  weak  or  absent.  The  lack  of  effective  downward  pressure  may 
be  related  to  the  fact  that  all  of  the  dealers  and  all  of  the  salesmen 
who  sell  shares  of  a  particular  fund  do  so  at  the  same  price.  The 
Act  specifically  prohibits  the  sale  of  mutual  fund  shares  at  prices 
below  the  public  offering  price  stated  in  the  prospectus,143  thus  creating 
a  sheltered,  price-protected  market  for  merchandisers  of  fund  shares.144 

A  high  level  of  direct  selling  compensation  in  a  price-protected 
market^145  coupled  with  the  increased  advisory  fees  and  the  augmented 
brokerage  commissions  that  result  from  new  sales,  is  a  strong  stimulus 
to  vigorous,  intensive,  personalized  selling  effort.  Load  fund  shares 
are  usually  sold  bv  personal  contact  between  a  salesman  and  a  pros¬ 
pect.146  By  searching  out,  meeting,  talking  to,  counseling,  and 
exerting  direct  personal  influence  on  prospective  investors,  the  load 
funds’  salesmen  have  brought  mutual  fund  shares  to  the  attention 
and  tapped  the  savings  of  millions  of  Americans,  many  of  them  not 
previously  inclined  to  invest  in  equity  secuiities. 


no  gee  table  1 1-3  at  p.  48,  supra.  In  addition.  Investors  Diversified  Services  manages  about  $1  billion 

th,1f  o^eotf°t”o^fuifds1s^nvestof^s^uTual!1lM.r,tthe!largest  single  fund  with  assets  of  more  than  $2.8  billion 

aS.«  The^upervdsors^are^almos/ always  cw'nsated  by  “overriding”  commissions  on  the  sales  of  the  sales¬ 
men  they  supervise.  See  Special  Study,  pt.  4,  147. 

,«  The  background  and  present  utility  of  this  resale  price  maintenance  system  arc  considered  at  pp. 

21Kemincipal  underwriter  retains  only  a  small  share  of  this  direct  selling  compensation,  most  of  which 
goes  to  the  dealers  and  the  salesmen  who  do  the  actual  selling. 
i«  See  Special  Study,  pt.  4, 102-139. 
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10.  Selling  load  fund  shares  on  the  installment  plan:  Contractual  plans 
and  voluntary  plans 

Many  investors  buy  load  fund  shares  on  an  installment  basis  by 
investing  relatively  small  amounts  of  money  at  monthly  or  other 
regular  intervals.  The  two  ways  of  doing  this  systematically  are 
known  in  the  industry  as  the  “contractual  plan”  and  the  “voluntary 
plan.” 

The  contractual  plan  involves  the  purchase  of  a  “periodic  payment 
plan  certificate”  which  evidences  an  indirect  interest  in  the  shares  of  a 
mutual  fund.147  Generally,  the  certificate  is  issued  by  a  unit  invest¬ 
ment  trust  which  is  itself  an  investment  company  148  with  a  portfolio 
consisting  solely  of  the  shares  of  a  specific  “underlying”  mutual  fund. 
The  contractual  plan’s  principal  underwriter  or  “sponsor”  may  or 
may  not  be  identical  to  or  affiliated  with  the  principal  underwriter  of 
the  particular  fund  in  which  the  proceeds  of  the  payments  received 
from  the  contractual  planholders  are  invested.149 

Contractual  plan  certificates  provide  for  specified  monthly  pay¬ 
ments  over  predetermined  periods.  Most  common  is  the  lb-year, 
120-payment  certificate.150  Although  termed  “contractual,”  the  plan 
imposes  no  binding  legal  obligation  on  the  investor  to  make  the  pay¬ 
ments.  He  is  at  liberty  to  miss  payments  or  to  cease  them  altogether. 
If  the  investor  does  so,  dividends  and  capital  gain  distributions  on 
underlying  fund  shares  already  paid  for  continue  to  be  credited  to  his 
account.  And  he  has  the  right  to  redeem  his  plan  certificate  for  cash 
or  for  the  underlying  fund  shares  whenever  he  wishes. 

The  distinguishing,  and  by  far  the  most  important,  feature  of  the 
contractual  plan  is  its  loading  arrangements.  The  aggregate  sales 
load  paid  by  a  contractual  plan  investor  who  completes  his  plan  is 
the  same  as,  or  at  most  only  slightly  higher  than,  that  paid  by  other 
purchasers  of  load  fund  shares.151  Indeed,  the  Act  imposes  a  9  percent 
ceiling  on  contractual  plan  sales  loads.152  It  is  not  the  aggregate 
amount  of  the  load  but  the  schedule  for  deducting  it  that  differentiates 
the  contractual  plan  from  the  direct  purchase  of  load  fund  shares. 
A  large  portion  of  the  load  charged  with  respect  to  the  entire  plan  is 
deducted  from  the  planholder’s  early  payments.  This  feature, 
known  as  the  “front-end  load,”  is  the  hallmark  of  the  contractual 
plan. 

The  Act  expressly  permits  as  much  as  one-half  of  the  planholder’s 
first  12  monthly  payments,  or  their  equivalent,  to  be  deducted  for 
sales  load,153  and  almost  all  contractual  plan  sponsors  deduct  this 
legally  permissible  maximum  from  the  investor’s  early  payments. 
Since  a  major  portion  of  the  total  sales  load  has  been  paid  at  the  very 
outset  ot  the  olan,  the  sales  load  on  installments  after  the  first  year  is 
considerably  less.  Because  of  the  front-end  load,  the  contractual 

147  See  Act  secs.  2(a)(26),  27(a). 

>■**  See  p.  38,  supra. 

,4#  The  indirectness  of  tfie  contractual  plan  method  of  buying  mutual  fund  shares  does  not  subject  the 
plan  certificate  holder  to  an  additional  investment  advisory  fee,  since  a  unit  in  vestiment  trust  lias  no  invest¬ 
ment  adviser.  Nor  is  there  a  double  sales  lead.  The  unit  trust  pays  no  sales  load  when  it  buys  the  under¬ 
lying  fund’s  shares.  Cf.  rule  22d-l(f)  under  the  Act  (17  C.F.R.  sec. 270.22d-l(f)).  In  addition  the  under- 
lying  fund  shares  standing  to  the  investor’s  credit  on  the  sponsor’s  books  are  voted  in  accordance  with  the 
investor’s  instructions. 

1511  The  first  payment  must  be  at  least  $20  and  the  subsequent  monthlv  payments  must  be  at  least  *10 
Act  sec.  27(a)(4). 

'5>  The  quantity  discounts  previously  discussed  in  connection  with  the  lump  sum  purchases  (p  5°  supra) 
are  also  available  to  contractual  plan  investors  who  make  large  monthlv  pavmenls  See  p  930  infra 
i*-’  Sec.  27(a)(1).  This  is  the  only  provision  in  any  of  the  Federal  securities  statutes  that  imposes  an  express 
limit  on  sales  compensation  in  the  sale  of  equity  securities. 

Sec.  27(a)(2). 


58 


IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 


plan  is  a  high  cost  method  of  buying  fund  shares.  Unless  all  or 
substantially  all  payments  are  completed,  the  total  sales  load  will 
exceed  9  percent  of  total  payments  made.  It  may  amount  to  as  much 
as  50  percent  of  payments  actually  made.  Secondly,  the  front-end 
load  deduction  causes  even  the  contractual  planholder  who  completes 
his  payments  on  schedule  to  have  substantially  less  money  invested 
and  working  for  him  during  most  of  the  time  prior  to  completion  of  the 
plan  payments  than  he  would  have  had  if  he  had  expended  precisely 
the  same  sum  that  he  spent  on  his  contractual  plan  in  the  direct  pur¬ 
chase  from  time  to  time  of  small  quantities  of  mutual  fund  shares  at 
level  loads. 

Persons  of  moderate  means  who  wish  to  buy  mutual  fund  shares  on 
an  installment  basis  need  not  expose  themselves  to  the  greater  risk  of 
loss  and  the  lesser  potential  for  gain  and  income  attributable  to  the 
imposition  of  the  front-end  load  in  the  sale  of  contractual  plans. 
They  can  avail  themselves  of  voluntary  level-load  plans.  Voluntary 
level-load  plans  are  simply  a  means  of  accumulating  mutual  fund 
shares  through  a  series  of  monthly  payments  from  each  of  which  the 
fund’s  usual  sales  load  is  deducted.  Unlike  contractual  plans,  they 
involve  only  one  investment  company  and  only  one  security.  Such 
plans,  like  contractual  plans,  generally  provide  for  automatic  invest¬ 
ment  of  dividends  and  reinvestment  of  capital  gain  distributions  in 
additional  shares  of  the  fund.154 

Although  from  the  investor’s  viewpoint  the  voluntary  level-load 
plan  is  less  expensive  and  entails  less  risk  than  the  contractual  plan, 
the  contractual  plan  gives  dealers  and  salesmen  much  higher  immedi¬ 
ate  sales  compensation  than  they  can  receive  by  selling  mutual  fund 
shares  at  level  loads.  Hence  many  dealers  prefer  to  sell  contractual 
plans. 

The  sale  of  load  fund  shares  at  a  level  load  of  from  7.5  percent  to 
8.75  percent  is,  as  previously  noted,  considerably  more  remunerative 
to  those  in  the  securities  business  than  the  sale  of  other  types  of  se¬ 
curities.155  But  the  immediate  rewards  of  selling  a  contractual  plan 
surpass  those  of  selling  a  voluntary  level-load  plan  by  an  appreciable 
margin.  During  the  first  year  of  a  $600-a-year  contractual  plan,  the 
selling  organization  earns  $300.  During  the  first  year  of  a  $600-a-year 
voluntary  plan  sold  at  a  level  load  of  8%  percent,  the  selling  organiza¬ 
tion  earns  only  $51. 


11.  The  no-load  funds 

As  previously  noted,  there  are  at  present  approximately  60  mutual 
funds  registered  with  the  Commission  that  offer  their  shares  at  net 
asset  value  without  the  imposition  of  a  sales  load.156  No-load  funds 
are  almost  always  externally  managed.157  Their  external  investment 
advisers  are  usually  either  established  investment  counselors  who 


■si  Many  no-load  funds  also  offer  voluntary  plans  for  the  accumulation  of  their  shares  on  an  installment 
basis. 

value  of  sh/A^f  nrefented  for  redemption.  U  s  shareholders.  Redemption  fees  serve  two  purposes: 
(?)  thevTnd to  deter ^speculation  in  the  hmd's  shares;  and  (2)  they  cover  the  fund's  administrative  costs  in 

on^^uTh^f-ra^Wn^employees^f  theP&eneral  Electric  Co.  and  to  members  of  their  immediate  families. 
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continue  to  serve  nonfund  clients  158  or  brokerage  firms  for  whom  the 
management  of  the  fund  is  but  one  of  a  variety  of  activities.159 

No-load  shares  are  sold  by  the  fund  itself  with  the  aid  of  its  invest¬ 
ment  adviser.  The  absence  of  a  sales  load  precludes  the  development 
of  the  complex  distribution  systems  and  the  exertion  of  the  vigorous 
direct  selling  efforts  characteristic  of  the  load  funds.  No-load  funds 
employ  no  salesmen.  However,  they  and  their  advisers  stimulate 
share  sales  160  by  advertisements  in  newspapers  and  periodicals,  stating 
that  the  fund  is  a  no-load  fund  and  inviting  requests  for  copies  of  its 
prospectus.161  And  some  no-load  funds  encourage  brokers  to  recom¬ 
mend  their  shares  to  prospective  investors  by  directing  their  port¬ 
folio  brokerage  business  to  those  brokers  who  promote  the  sale  of  their 
shares.162  Other  significant  sources  of  business  are  the  adviser’s  general 
nonfund  advisory  clientele,163  recommendations  by  lawyers,  bankers, 
and  others  on  whom  people  rely  for  investment  advice;  articles  in  the 
financial  press;161  the  reputation  of  a  particular  fund  for  investment 
expertise;  and  new  investment  by  existing  shareholders.165 

These  methods  of  obtaining  business  have  been  considerably  less 
effective  than  the  load  funds’  far  more  vigorous,  personalized  selling 
drives.  Hence  the  no-load  funds  have  only  a  small  share  of  total 
mutual  fund  assets  and  shareholder  accounts.166 


E.  THE  PATTERN  OF  FEDERAL  REGULATION 


Although  the  Investment  Company  Act  is  the  only  Federal  statute 
expressly  concerned  with  investment  company  regulation,  three  other 
Federal  securities  statutes — the  Securities  Act  of  1933  (“Securities 
Act”),  the  Securities  Exchange  Act  of  1934  (“Exchange  Act”)  and  the 
Investment  Advisers  Act  of  1940  (“Advisers  Act”)— also  establish 
significant  regulatory  controls  over  the  investment  company  industry. 


us  For  example,  T.  Rowe  Price  Associates,  Inc.,  which  acts  as  investment  adviser  to  T.  Rowe  Price 
Growth  Stock  Fund,  Inc.  (June  30,  1966,  assets  approximately  $224.1  million),  the  largest  fund  that  has 
consistently  operated  on  the  no-load  principle,  was  a  well-established  private  investment  counselor  lone 
before  it  entered  the  mutual  fund  business.  The  aggregate  assets  that  it  manages  for  its  nonfund  advisory 
clients  are  still  far  in  excess  of  the  assets  of  its  fund  clients.  y 

149  These  include  such  New  York  Stock  Exchange  firms  as  Ralph  E.  Samuel  &  Co.,  which  acts  as  invest¬ 
ment  adviser  to  Energy  Fund,  Inc.  (June  30,  1966,  assets  $49  million),  Wood,  Struthers  &  Winthron  the 

1  n  QHxriQOr  t  Pino  Qtroot  T on  moo  i  T  -  r* .  r 


and  currently  the  second  largest  no-load  fund. 

no  Like  the  load  fund  advisers,  the  advisers  to  the  no-load  funds  benefit  from  the  augmented  advisory 
income— and  in  some  cases  brokerage  commissions— made  possible  by  the  growth  of  the  funds  through  sales 
of  new  fund  shares. 

ni  Advertisements  relating  to  securities  are  regulated  by  the  Securities  Act  of  1933.  To  prevent  the  avoid¬ 
ance  of  the  prospectus  requirements  of  the  Securities  Act,  the  content  of  such  advertisements  is  limited  in 
certain  respects.  Securities  Act  sec.  2(10)(b)  and  rule  134  thereunder  (17  C.F.R.  sec.  230.134).  Because  of 
these  legal  limitations  on  what  can  and  cannot  be  said,  securities  advertisements  are  usually  called  “tomb¬ 
stone  ads.  ’’  Since  mutual  fund  shares  are  securities,  advertisements  with  respect  to  them  must  comply  with 
these  general  rules.  Because  of  the  nature  of  mutual  funds,  advertisements  for  their  shares  are  somewhat 
less  restricted  than  the  advertisements  for  other  types  of  securities.  See  Securities  Act  Release  No  4709 
(July  14,  1964).  Of  course,  the  fund  or  its  adviser  could  reproduce  the  entire  prospectus  as  a  newspaper  or 
magazine  advertisement.  (Principal  underwriters  of  load  funds  have  done  so.)  But  this  entails  con¬ 
siderable  cost,  and  no-load  funds  have  not  utilized  this  means  of  advertising. 

162  This  method  of  stimulating  sales  is  also  available  to  the  load  funds  (see  pp.  50-51,  supra),  who  use  it  to 
a  greater  extent  than  the  no-load  funds. 


!63  Many  investment  advisers  either  refuse  or  are  reluctant  to  accept  clients  with  assets  below  a  certain 
stipulated  level.  Prospective  clients  whose  means  are  below  that  level  are  often  advised  to  buy  shares  in 
the  no-load  fund  that  the  adviser  manages.  On  occasion,  nonfund  clients  recommend  the  fund's  shares  to 
their  friends  and  acquaintances.  And  some  advisers  encourage  their  employees  to  sell  shares  of  no-load 
funds  under  their  management;  at  least  one  no-load  fund  adviser  reinforces  such  encouragement  bv  certain 
monetary  inducements.  J 

i61  Some  financial  writers  have  directed  their  readers’  attention  to  the  no-load  funds 
,'w  Like  the  load  funds,  most  no-load  funds  seek  to  induce  existing  shareholders  to  purchase  new  shares 
with  the  income  dividends  and  the  capital  gain  distributions  that  they  receive.  See  pp  20°-',C4  B5-216 
infra.  Many  no-load  funds  also  offer  voluntary  accumulation  plans. 

See  p.  52,  supra. 
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To  help  clarify  the  full  scope  of  the  regulatory  pattern  governing  the 
investment  company  industry  and  the  special  needs  that  the  Act  was 
designed  to  meet,  the  discussion  of  the  Act  is  prefaced  by  a  brief 
consideration  of  those  other  statutes. 

1 .  The  Securities  Act 

The  Securities  Act,  the  first  of  the  Federal  securities  statutes, 
is  essentially  a  disclosure  statute.167  Its  primary  effect  is  on  the 
initial  distribution  of  securities.  Its  purpose  is  to  provide  purchasers 
of  securities  being  offered  by  issuers,  their  controlling  persons,  and 
underwriters  with  information  material  to  informed  investment 
decisions. 

To  achieve  that  objective,  it  imposes  the  following  requirements 
with  respect  to  most  such  offerings:  (1)  The  securities  cannot  be 
offered  to  the  public  until  a  registration  statement  has  been  filed 
with  the  Commission  setting  forth  the  information  with  respect  to  the 
issuer,  the  nature  of  the  security  offered,  and  the  terms  of  the  offering 
called  for  by  the  Securities  Act168  and  by  the  forms  that  the  Commission 
has  promulgated  pursuant  to  its  authority  under  that  statute;  (2)  the 
securities  cannot  be  sold  to  the  public  until  the  registration  statement 
has  become  effective;  and  (3)  a  prospectus  containing  the  basic  infor¬ 
mation  in  the  registration  statement  must  be  delivered  to  each  pur¬ 
chaser. 

The  antifraud  provisions  of  the  Securities  Act  prohibit  fraudulent 
or  deceptive  statements  in  the  offer  or  in  the  sale  of  securities  even  if 
the  offering  is  exempt  from  registration.  Violations  of  the  Securities 
Act  may  give  rise  to  civil,  and  if  willful,  to  criminal  liabilities.  The 
Commission  may  also  take  administrative  action  by  suspending  the 
effectiveness  of  materially  deficient  registration  statements  (“stop 
orders”).169  A  stop  order  brings  offers  and  sales  of  the  registered 
security  to  a  halt  until  the  filing  has  been  amended  so  as  to  conform 
with  the  Securities  Act’s  disclosure  requirements.  At  that  time  the 
stop  order  must  be  lifted  and  the  registration  statement  declared 
effective.170  The  Commission  l  as  no  power  to  approve  or  disapprove 
anv  security  or  to  pass  on  its  merits. 

The  impact  of  the  Securities  Act  on  most  issuers  of  securities,  in¬ 
cluding  closed-end  investment  companies,  is  irregular.  They  do  not 
come  into  contact  with  the  Securities  Act  unless  they  wish  to  raise 
additional  capital  by  selling  new  securities  to  the  public  or  unless  their 
controlling  persons  wish  to  distribute  some  or  all  of  their  holdings  of 
outstanding  securities  to  the  public.  Registration  statements  under 
the  Securities  Act  relate  to  specific  offerings.  1  hus,  aftei  the  offeiing 


stop  orders  apply  only  to  I  e  U  i  » “ : ,7^*. ToJist r:xt ion  statement  has  been  suspended  also  has  securities 
outstan^inp'other  than'those'covered  l>y  the  suspended  statement,  the  stop  order  will  .tot  affect  trading  in 
such  other  securities. 
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is  over,  the  Securities  Act  makes  no  provision  for  keeping  the  state¬ 
ment  up  to  date.171 

Most  mutual  funds,  on  the  other  hand,  are  constantly  making 
public  offerings  of  their  own  shares  and  are  therefore  in  continuous 
contact  with  the  Securities  Act.  They  revise  their  registration 
statements  at  regular  (usually  annual)  intervals.172  Just  as  with  other 
types  of  public  offerings,  if  the  Commission  after  appropriate  notice 
and  a  hearing  (or  an  opportunity  for  a  hearing)  lma^  a  mutual  fund’s 
registration  statement  to  be  inaccurate  or  inadequate,  it  can  termi¬ 
nate  the  offer  and  sale  of  the  fund’s  shares  by  suspending  the  effec¬ 
tiveness  of  its  Securities  Act  registration  statement.173 

2.  The  Exchange  Act 

(a)  Commission  regulation 

The  Exchange  Act,  enacted  one  year  after  the  passage  of  the  Secu¬ 
rities  Act,  supplemented  the  earlier  statute  by  establishing  a  system  of 
controls  over  both  the  exchange  and  the  over-the-counter  trading 
markets  for  securities.  Among  the  provisions  of  the  Exchange  Act  that 
bear  most  directly  on  the  investment  company  industry  are  those 
w  hich  establish  administrative  mechanisms  to  protect  the  public  from 
dishonest  or  irresponsible  brokers  and  dealers.174  The  Exchange  Act 
requires  most  securities  brokers  and  dealers  to  register  with  the  Com¬ 
mission  and  empowers  the  Commission  to  exclude  persons  and  firms 
subject  to  specified  disqualifications  from  most  segments  of  the 
securities  business  175  and  to  take  other  remedial  action  against  them. 
Among  the  malpractices  that  have  led  to  Commission  action  against 
brokers  and  dealers  are  certain  types  of  misconduct  incident  to  the 
distribution  of  mutual  fund  shares.  They  include  switching  investors 
from  fund  to  fund  and  charging  them  a  sales  load  on  each  purchase, 
timing  and  allocating  purchases  so  as  to  deny  customers  the  benefit 
of  breakpoints  for  quantity  purchases  176  and  advising  the  purchase  of 
fund  shares  on  the  ground  that  a  dividend  is  about  to  be  distributed 
without  disclosing  the  fact  that  the  amount  of  such  dividend  is  re- 

171  Under  the  Exchange  Act,  however,  a  company  filing  a  Securities  Act  registration  statement  must 
comply  with  the  Commission’s  periodic  reporting  requirements  for  the  fiscal  vear  in  which  the  registration 
statement  became  effective  and  thereafter  if  and  as  long  as  any  class  of  securities  to  which  the  registration 
statement  relates  is  held  of  record  by  at  least  300  persons  and  the  company’s  total  assets  exceed  *1  million 

172  These  revisions  are  necessary  in  order  to  increase  the  quantity  of  shares  registered  and  to  update  the 
financial  and  other  information  in  the  registration  statement. 

173  For  example,  in  Managed  Funds,  Incorporated,  39  S.E.C.  3L3  (1959)  the  Commission  suspended  the  effec¬ 
tiveness  of  a  mutual  fund’s  Securities  Act  registration  statement  because  the  prospectus  misrepresented 
the  fund’s  investment  policy  and  failed  to  disclose  that  its  investment  adviser  was  not  performing  the 
services  required  of  it  under  its  contract,  that  actual  managerial  authority  over  the  fund  had  been  delegated 
to  a  person  who  was  not  named  in  the  prospectus,  and  that  the  board  of  directors  gave  scant  attention  to 
the  fund’s  affairs. 

174  The  Exchange  Act  is  a  comprehensive  statute  with  numerous  other  provisions.  Notable  among  these 
other  provisions  are  those  applicable  to  issuers  of  securities  in  which  there  is  a  substantial  public  investor 
interest.  As  a  result  of  the  1964  amendments  to  the  Exchange  Act,  most  such  issuers  are  now  subject  to 
continuing  disclosure  requirements  on  a  regular  basis  and  to  controls  over  prow  solicitation  and  insider 
trading.  The  direct  impact  of  these  requirements  on  investment  companies  is  quite  limited  because  they 
are  governed  by  a  comparable,  and  in  some  significant,  respects,  a  more  extensive  group  of  disclosure  require¬ 
ments  and  regulatory  controls  applicable  only  to  them.  However,  the  continuous  stream  of  factual  infor¬ 
mation  that  the  Exchange  Act  elicits  from  issuers  is  as  great  a  benefit  to  investment  companies  and  their 
shareholders  as  it  is  to  other  investors.  Similarly,  the  provisions  of  the  Exchange  Act  primarily  concerned 
with  market  mechanisms  are  significant  to  investment  companies  as  investors  bv  protecting  them  from 
sharp  and  unfair  practices  in  the  securities  markets. 

■75  Such  action  must  bo  supported  by  a  finding  that  the  party  or  parties  against  which  it  is  directed  either 
willfully  violated  some  provision  of  the  Securities  Act.  the  Exchange  Act,  or  the  Commission's  rules  under 
those  statutes,  or  has  been  convicted  of  or  enjoined  from  certain  specified  types  of  misconduct  and  by  a 
further  finding  that  disciplinary  action  is  in  the  public  interest.  The  Commission  has  a  wide  range  of 
discretion  with  respect  to  the  imposition  of  sanctions.  It  may  deny  applications  for  registration  as  a  broker 
and  dealer,  revoke  the  registrations  of  registered  brokers  and  dealers,  suspend  such  registrations  for  appro¬ 
priate  periods  (not  exceeding  12  months),  bar  individuals  from  associat  ing  t  hemselves  with  rea-Ct cred  brokers 
and  dealers,  or  suspend  their  right  to  such  associations  for  a  period  not  in  excess  of  12  months/  If  appropriate 
under  the  circumstances  of  a  specific  case,  the  Commission  can  censure  a  respondent. 

J76  See  p.  52,  supra. 
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fleeted  in  the  shares’  net  asset  value  so  that  the  dividend  will  be  simply 
a  return  of  the  investor’s  own  money  with  the  disadvantage,  however, 
that  it  is  taxable  to  him  as  ordinary  income.177 

(6)  Cooperative  regulation 

The  organized  securities  exchanges  have  for  many  years  exercised 
a  measure  of  control  over  the  qualifications  and  business  practices  of 
their  members  and  their  members’  employees.  These  activities  are 
a  significant  protection  for  investors,  including  investment  companies, 
who  buy  and  sell  securities  through  exchange  members.178  With 
respect  to  brokers  and  dealers  who  do  an  over-the-counter  business, 
Congress  amended  the  Exchange  Act  in  1938  to  authorize  registration 
with  the  Commission  of  associations  of  securities  dealers  the  rules  of 
which  must  be  designed  to  promote  just  and  equitable  principles  of 
trade.1,9  The  National  Association  of  Securities  Dealers,  Inc. 
(“NASD”)  is  the  only  such  association  that  has  ever  registered  with 
the  Commission. 

NASD  membership  is  an  economic  necessity  for  most  broker-dealers 
who  participate  in  the  underwriting  phase  of  the  securities  business. 
This  is  so  because  the  Exchange  Act  authorizes  rules  which  prohibit 
members  from  giving  discounts  or  concessions  to  nonmembers  and 
because  most  securities  dealers  are  NASD  members.  Virtually  all 
mutual  fund  underwriters  which  distribute  shares  through  independent 
broker-dealers  are  NASD  members.  Therefore,  such  broker-dealers 
must,  as  a  practical  matter,  belong  to  the  NASD.180 

The  NASD  administers  examinations  to  and  passes  on  the  qualifica¬ 
tions  of  persons  who  seek  to  become  members  or  to  associate  them¬ 
selves  with  members.  It  assists  in  enforcing  the  statutes  and  rules 
administered  by  the  Commission  and  promulgates  and  enforces  rules 
of  its  own  embodying  a  code  of  business  ethics.  The  Association 
performs  its  disciplinary  functions  by  denying  applications  for  mem¬ 
bership  and  affiliation  with  members  and  by  imposing  sanctions,  which 
may  range  from  censure  to  expulsion.181  It  assisted  in  the  formula¬ 
tion  of  the  Commission’s  Statement  of  Policy  Relating  to  Investment 
Company  Sales  Literature  182  and  maintains  an  Investment  Company 
Department  which  helps  to  enforce  that  policy  and  to  guide  associa¬ 
tion  members  with  respect  to  problems  arising  thereunder.183 


in  See,  e.g.,  Russell  L.  Irish,  Securities  Exchange  Act  Release  No.  7687,  pp.  3"MA.uSust12(J’  af}n’,eJ 
sub  nom  Irish  v.  S.E.C.,  C.C.H.  Fed.  Sec.  L.  Rep.  1  91,830,  -  F.  2d—  (C.A.  9,  October  19  1966);  Mason 
Moran  &  Co.,  35  S.E.C.  84,  90  (1953);  Thomas  Arthur  Stewart,  20  S.E.C.  196,  201-202  (1945).  See  also  Special 

StUnd’ertthe  Exchange  Act  the  Commission  can  take  disciplinary  action  against  principal  underwriters 
who  sell  fund  shares  by  means  of  prospectuses  that  they  know  or  shoukl  know  to  be  false  or  madequate 
See  Imperial  Financial  Services,  Inc.,  Securities  Exchange.  Act  Release  No.  7684  (Aug.  26,  1985) .  While 
such  action  i.e.  a  proceeding  against  the  broker  under  the  Exchange  Act,  does  not  preclude  a  stop  order 
proceeding  against  the  registration  statement  under  the  Securities  Act,  there  are  situations  in  which  the 
Exchange  Act  proceeding  may  be  more  appropriate.  A  factor  to  be  considered  is  the  effect  that  a  stop  order 
proceeding  may  have  on  the  fund’s  ability  to  redeem  its  shares  if  the  proceeding  gives  rise  to  a  wave  of  re- 

Hpmntions  at  a  time  when  the.  fund  is  precluded  from  selling  new  shares.  .  ,  „ 

■  The  Commission  has  broad  supervisory  power  over  the  rules,  and  the  practice  of  the  exchanges.  Ex- 

C’ p" The  st’atutebv  which  this  was  done  is  commonly  known  by  the  name  of  its  sponsor  as  the  Maloney  Act. 
which  became  section  15A  of  the  Exchange  Act.  An  attempt  at  self-regulation  under  the  aegis  of  the  No- 
tional  Industrial  Recovery  Act  of  1933  (48  Stat.  195)  caine  to  an  end  when  that  statute  was  held  mvalic  m 

^uoM^emb'erstfip^n^t^^N AS D  is  open  to* everyone  who  passes  the  Association’s  qualifying  examinations 
onri  io  not  barred  bv  reason  of  his  prior  misconduct.  .  . 

hi  Such  disciplinary  action  is  subject  to  Commission,  and  ul  t  i rr' at,c0' ’( o ct'Ti '  1957) 

.si  Securities  Act  Release  No.  3586,  Investment  Company  Act  Relem  No  26! 21  (Oct, .31 l,  11 9., 7) 
iw  The  NASD’s  activities  in  this  area  are  described  and  evaluated  in  Special  Study,  pt.  4,  u>2  iws. 
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(c)  The  1964  amendments 

A  significant  number  of  persons  connected  with  the  distribution 
of  mutual  fund  shares  are  not  subject  to  the  NASD’s  self-regulatory 
jurisdiction.  They  are  associated  with  principal  underwriters  which 
maintain  their  own  captive  sales  forces.184  Thus,  they  have  no  need 
lor  discounts  or  concessions  from  other  securities  dealers.  Until 
recently  the  lack  of  controls  (comparable  to  those  of  the  NASD)  over 
the  qualifications  and  the  selling  practices  of  persons  in  this  segment 
of  the  mutual  fund  business  was  a  substantial  gap  in  the  overall 
regulatory  pattern.  This  gap  was  closed  by  the  1964  amendments  to 
the  Exchange  Act,  which  authorized  the  Commission  to  establish 
controls  of  its  own  over  the  qualifications  and  the  business  practices 
of  brokers  and  dealers  that  do  not  belong  to  a  registered  securities 
dealers’  association  such  as  the  NASD  and  of  persons  associated  with 
such  brokers  and  dealers.185 

3.  The  Investment  Advisers  Act  oj  1940 

The  Advisers  Act,  enacted  as  a  companion  to  the  Act,186  regulates 
the  activities  of  those  who  receive  compensation  for  advising  others 
with  respect  to  investments  in  securities  or  are  in  the  business  of 
issuing  analyses  or  reports  concerning  securities.  Like  the  Exchange 
Act,  the  Advisers  Act  requires  those  subject  to  its  provisions  to  register 
with  the  Commission,  prohibits  fraudulent  practices,  and  empowers 
the  Commission  to  discipline  violators  of  the  statute  and  of -its  rules 
thereunder. 

The  Advisers  Act,  however,  exempts  from  the  requirements  of 
registration  and  thus  from  the  reach  of  the  Commission’s  administra¬ 
tive  sanctions  under  that  statute  “investment  advisers  whose  only 
clients  are  investment  companies  *  *  *.”  187  Many  mutual  fund 
advisers,  particularly  those  which  serve  the  larger  funds  and  fund 
complexes,  are  within  this  exemption.  Although  the  exemption  does 
not  run  to  the  antifraud  provisions  of  the  Advisers  Act  188  or  to  Com¬ 
mission  rules  thereunder,  the  Commission  is  limited  in  the  enforce¬ 
ment  of  these  provisions  against  unregistered  investment  advisers  to 
injunctive  suits  in  the  courts  and  to  transmitting  evidence  to  the 
Attorney  General  for  purposes  of  criminal  prosecution.  However, 
mutual  fund  advisers  who  also  advise  other  persons  must  register  with 
the  Commission  under  the  Advisers  Act  and  are  subject  to  administra¬ 
tive  sanctions  for  willful  violations  of  that  statute  incident  to  their 
mutual  fund  activities. 

4-  The  Investment  Company  Act 

The  Securities  Act,  the  Exchange  Act,  and  the  Advisers  Act  supply 
significant  protections  to  investment  company  shareholders  as  well  as 
other  investors.  Primarily,  however,  those  statutes  are  concerned 
with  disclosure  and  with  the  prevention  of  fraud.  The  Investment 
Company  Act  takes  a  different  approach.  It  reflects  a  belief  that 
investment  companies  present  special  problems  which  require  that 
disclosure  and  controls  aimed  at  the  prevention  of  fraud  be  supple¬ 
mented  by  further  regulation. 


184  See  p.  56,  supra. 

185  Exchange  Act,  secs.  15(b) (8)— 15(b)  (10). 

188  The  Act  is  title  I  and  the  Advisers  Act  is  title  II  of  Public  Law  No  768  76th  Cong 
789  (1940)  entitled  “An  Act  To  provide  for  the  registration  and  regulation  of  investment 
investment  advisers,  and  for  other  purposes.’’ 
is-  Sec.  203(b)(2). 

488  Sec.  206. 


3d  Sess.,  54  Stat. 
companies  and 
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(a)  The  Investment  Trust  Study 

The  Act  had  its  genesis  in  the  Public  Utility  Holding  Company  Act 
of  1935  (Holding  Company  Act).  The  Holding  Company  Act  was 
aimed  at  abuses  resulting  from  the  use  of  the  holding  company  device 
in  the  electric  power  and  retail  gas  industries,  abuses  that  had  led  to 
enormous  investor  losses  and  to  the  neglect  of  consumer  interests.189 
Consideration  of  financial  malpractices  in  this  specialized  field  led  to 
concern  over  the  broader  but  related  problems  presented  by  arrange¬ 
ments  for  pooling  the  resources  of  public  investors  with  a  view  "to 
security  investments.  Accordingly,  the  Holding  Company  Act 
directed  the  Commission: 

*  *  *  to  make  a  study  of  the  functions  and  activities  of 
investment  trusts  and  investment  companies,  the  corporate 
structures  and  investment  policies  of  such  trusts  and  com¬ 
panies,  the  influence  exerted  by  such  trusts  and  companies 
upon  companies  in  which  they  are  interested,  and  the  in¬ 
fluence  exerted  by  interests  affiliated  with  the  management 
of  such  trusts  and  companies  upon  their  investment  policies, 
and  to  report  the  results  of  its  study  and  its  recommenda¬ 
tions  to  the  Congress  *  *  *.190 

Complying  with  that  direction,  the  Commission  made  an  exhaustive 
study  of  the  then  infant  investment  company  industry.  Its  report, 
referred  to  herein  as  the  “Investment  Trust  Study,”  191  found  that  to 
an  alarming  extent  investment  companies  had  been  operated  in  the 
interests  of  their  managers  and  to  the  detriment  of  investors.  A  high 
incidence  of  recklessness  and  improvidence  was  also  noted.  Insiders 
often  viewed  investment  companies  as  sources  of  capital  for  business 
ventures  of  their  own  192  and  as  captive  markets  for  unsalable  secu¬ 
rities  that  they,  the  insiders,  wished  to  convert  into  cash.193  Control¬ 
ling  persons  frequently  took  unfair  advantage  of  the  companies  in 
other  ways,194  often  using  broad  exculpatory  clauses  to  insulate  them 
from  liability  for  their  wrongdoing.195  Outright  larceny  and  embezzle¬ 
ment  were  not  uncommon.196  Managers  were  able  to  buy  investment 
company  shares  for  less  than  net  asset  value,  thus  enriching  themselves 
at  the  shareholders’  expense.197 

In  addition,  reports  to  shareholders  were  often  misleading  and 
deceptive.198  Controlling  positions  in  investment  companies — repre¬ 
sented  by  special  classes  of  stock  or  by  advisory  contracts — were 
bought  and  sold  without  the  consent,  or  even  the  knowledge,  of  public 
shareholders.199  Basic  investment  policies  were  changed  without 
shareholder  approval.200  The  advisory  contracts  themselves  were 
often  long  term  arid  either  noncancellable  or  cancellable  only  upon 
the  payment  of  a  substantial  penalty  by  the  company.201  Sales  loads 

159  See  Report  of  National  Power  Policy  Committee,  H.R.  Doc.  No.  137,  74th  Cone.,  lsr  sess.  (1935);  F.T.C., 
Utility  Corporations,  S.  Doc.  No.  92,  70th  Cong.,  1st  sess.  4  (1928-1935). 

■so  Holding  Company  Act,  sec.  30. 

■9i  See  note  6  on  p.  3,  supra. 

■92  Investment  Trust  Study,  pt.  3,  2640-2720. 

■93  investment  Trust  Study,  pt.  3,  2541.  See  also  Senate  Hearings  <4. 

■m  See,  e.g.,  Senate  Hearings,  102-103. 

■45  See,  e.g.,  Investment  Trust  Study,  pt.  3,  1914,  1924. 

■98  Senate  Hearings,  58-62. 

■97  See  Investment  Trust  Study,  pt.  3,  1922-1924. 

ns  See,  e.g.,  Senate  Hearings  154-155. 

■99  See  e.g.,  Senate  Hearings  122-131. 

200  Sec,  e.g.,  Senate  Hearings  156-157. 

201  Investment  Trust  Study,  pt.  3,  1920-22. 
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were  as  high  as  20  percent.202  Management  fees  charged  in  connection 
with  contractual  plans  sometimes  bore  no  relationship  to  any  actual 
managerial  services.203 

Often  only  a  small  portion  of  the  first  year’s  payments  in  contractual 
plans  were  invested  in  underlying  securities  for  the  investor’s  ac¬ 
count."04  Because  of  extensive  debt  financing,  fluctuations  in  the 
value  of  portfolio  securities  had  a  disproportionately  severe  effect  on 
the  value  of  investment  company  shares;  highly  leveraged  capital 
structures  made  investment  company  shares  extremely  speculative 
and  exposed  those  who  purchased  them  to  extraordinarily  high 
degrees  of  risk.205 


(6)  Fundamental  policies  oj  the  Act 

The  Investment  Trust  Study  led  Congress  to  conclude  that  the 
“completely  liquid,  mobile  and  readily  negotiable”  assets  of  invest¬ 
ment  companies  offered  unusual  opportunities  to  the  unscrupulous,206 
that  disclosure  alone  was  an  inadequate  safeguard  for  investment 
company  shareholders,207  and  that  “the  national  public  interest  and 
the  interest  of  investors  are  adversely  affected  *  *  *  when  invest¬ 
ment  companies  are  organized,  operated,  managed,  or  their  portfolio 
securities  are  selected  in  the  interest  of  directors,  officers,  investment 
advisers,  depositors,  or  other  affiliated  persons  thereof  in  the  interest 
of  underwriters,  brokers  or  dealers,  in  the  interest  of  special  classes  of 
their  security  holders,  or  in  the  interest  of  other  investment  companies 
or  persons  engaged  in  other  lines  of  business,  rather  than  in  the  interest 
of  all  classes  of  security  holders.”  208 

Although  the  Investment  Trust  Study  examined  every  aspect  of  the 
pre-1939  investment  company  industry,  it  focused  primarily  on  the 
dangers  arising  from:  (1)  Outright  dishonesty;  (2)  transactions  in 
securities  and  other  types  of  property  with,  and  loans  to,  controlling 
persons;  (3)  unsound  capital  structures;  and  (4)  the  virtually  complete 
immunity  of  many  well  entrenched,  self-perpetuating  managements 
from  liability  to  the  companies  and  from  any  semblance  of  shareholder 
control  as  well  as  the  ease  with  which  such  controlling  positions  could 
be  transferred. 

These  were  the  areas  in  which  abuses  were  then  most  acute  and  the 
need  for  corrective  action  most  pressing.  Although  attention  was 
given  to  managerial  compensation,  underwriting  charges,  and  broker¬ 
age  commissions,  they  seemed  on  the  whole  of  secondary  importance 
in  the  late  1930’s  while  the  study  was  in  progress.  Since  the  Act  was 


202  Senate  Hearings  289. 

203  inyestinent  Trust  Study,  Supplemental  Report  on  Companies  Sponsoring  Installment  Investment  Plans, 
H.R.  Doc.  482,  76th  Cong.,  1st  sess.  38-40  (1939). 

204  Investment  Trust  Study,  pt.  2,  223. 

205  See,  e.g.,  Senate  Hearings  240-243. 

208  In  its  report  on  the  bill  which  later  became  the  Act,  the  Senate  Committee  on  Banking  and  Currency 

SlBlcQ I 

“Basically  the  problems  flow  from  the  very  nature  of  the  assets  of  the  investment  companies  The  assets 
of  such  companies  invariably  consist  of  cash  and  securities,  assets  which  are  completely  liquid  mobile 
and  readily  negotiable.  Because  of  these  characteristics,  control  of  such  funds  offers  manifold  opportunities 
for  exploitation  by  the  unscrupulous  managements  of  some  companies.  These  assets  can  and  have  been 
easily  misappropriated  and  diverted  by  such  types  of  managements,  and  have  been  employed  to  foster 
their  personal  interests  rather  than  the  interests  of  public  security  holders  ”  Senate  Renort  No  177s 
76th  Cong.,  3d  sess.  (1940)  (hereinafter  cited  as  “Senate  Report”)  6.  p  ino.  uto, 

287  Although  the  Securities  Act  and  the  Exchange  Act  had  been  in  effect  for  a  number  of  years  the  Senate 
committee  concluded  that: 

“It  is  obvious  that  in  the  absence  of  regulatory  legislation,  individuals  who  lack  integrity  will  continue  to 
be  attracted  by  the  opportunities  for  personal  profit  available  in  the  control  of  the  liquid  assets  of  invest¬ 
ment  companies  and  that  deficiencies  which  have  occurred  in  the  past  will  continue  to  occur  in  the  future  ” 
Senate  Report  6. 

Act,  sec.  1(b)(2).  This  w  as  one  of  a  number  of  policy  declarations  and  findings  based  on  the  Investment 
Trust  Study  and  on  other  materials,  and  set  forth  in  sec.  1  of  the  Act. 
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in  very  large  measure  a  product  of  the  Investment  Trust  Study,  its 
substantive  provisions  reflect  the  study’s  emphases.209  For  the  most 
part,  the  Act  provided  specific  controls  to  eliminate  or  mitigate  in¬ 
equitable  capital  structures  and  dishonesty,  loans  to,  and  unfair 
property  and  securities  transactions  with  insiders.  It  did  not  impose 
analogous  controls  on  compensation  for  services — sales  loads,  mana¬ 
gerial  compensation,  and  brokerage  commissions.  In  this  area  fund 
managers  retained  a  very  large  measure  of  discretion.  Their  discre¬ 
tion  was  subjected  to  review,  however,  by  the  inclusion  of  certain 
provisions  as  to  shareholder  approval  and  as  to  the  composition  of 
investment  companies’  boards  of  directors,  which  would,  it  was 
thought,  operate  as  effective  checks  on  abuses  in  these  areas. 


(c)  Substantive  provisions 

(i)  Registration. — The  act  adopts  the  registration  approach  em¬ 
ployed  in  the  other  Federal  securities  statutes.  Companies  that  are 
investment  companies  in  the  statutory  sense  of  that  term  210  (and  in 
some  situations  their  promoters  and  underwriters)  are  prohibited  from 
engaging  in  interstate  commerce  and  from  using  the  mails  unless  the 
company  is  registered  with  the  Commission.211  Willful  violation  of 
the  registration  provisions  is  a  Federal  crime.212  Registered  invest¬ 
ment  companies  are  required  to  make  periodic  reports  to  the  Commis¬ 
sion  and  to  their  stockholders.213 

(ii)  Protecting  investment  company  assets. — Much  of  the  act  is  de¬ 
signed  to  protect  investment  companies  and  their  shareholders  from 
outright  dishonesty  on  the  part  of  the  companies’  managers.  It  bars 
from  the  investment  company  industry  persons  convicted  of,  or  en¬ 
joined  from  committing,  certain  types  of  misconduct  involving  se¬ 
curity  transactions,214  makes  larceny,  conversion  or  embezzlement  of 
investment  company  assets  a  Federal  crime;215  and  authorizes  the  Com¬ 
mission  to  obtain  injunctions  against  “gross  misconduct  or  gross  abuse 
of  trust.”  by  persons  associated  with  registered  investment  com¬ 
panies.216  The  Commission  is  authorized  to  prescribe  accounting 
policies  and  practices  to  which  registered  investment  companies  must 
adhere.217  Financial  statements  must  be  certified  by  independent 
public  accountants,  whose  selection  must  be  ratified  by  the  stock¬ 
holders.218  The  Commission  is  authorized  to  establish  bonding  require¬ 
ments  applicable  to  those  having  access  to  the  moneys  and  securities 
of  investment  companies,219  and  to  prescribe  rules  for  the  protection  of 
investment  company  portfolio  securities.220  Exculpatory  provisions 
are  prohibited  to  the  extent  that  they  purport  to  relieve  any  officer  or 
director  of  an  investment  company  from  “liability  to  the  company  or 
its  security  holders  to  which  he  would  otherwise  be  subject  by  reason 


In  its  final  form,  the  Act  was  a  compromise  between  the  Commission’s  viewpoint,  reflected  in  the  origi¬ 
nal  biU  (S  M80  76th  Cong.,  3d  sess.),  and  that  of  the  industry  See  Senate  Report  1-2. 

210  The  Act’s  definitional  framework  is  described  at  pp.  1-13.  supra. 

212  Wifl'ful  violations  of  the  Act’s  other  provisions  are  also  criminal  offenses.  Sec.  49. 

213  Sec.  30. 


2i«  Sec.  9. 

2i5  Sec.  37. 

*10  Sec.  36. 

217  sec.  31(c). 


In  addition,  subsections  (a)  and  (b)  of  sec.  31  require  that  records  be  preserved  and  made 
available  lor  Commission  examination. 

2i6  Sec.  32. 

sasi’SSLSSi 5,SA?SKithr^t «  >»««»>  •«•«.  ««■"».  “«  "h"*1"- 
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of  willful  misfeasance,  bad  faith,  gross  negligence,  or  reckless  disregard 
of  the  duties  involved  in  the  conduct  of  his  office.”  221 

(iii)  Capital  structures. — Complex,  multi-tiered  capital  structures 
characterized  by  thin  substrata  of  equity  beneath  towers  of  indebted¬ 
ness,  which  were  much  more  common  than  outright  dishonesty,  had 
proven  damaging  to  investment  company  shareholders.222  To  these 
problems  the  Act  provides  effective  solutions.  Closed-end  companies 
are  generally  precluded  from  issuing  debt  securities  unless  they  have  an 
asset  coverage  of  300  percent  and  cannot  issue  preferred  stock  unless 
such  stock  has  an  asset  coverage  of  at  least  200  percent.223  Nor  can 
they  issue  more  than  one  class  of  debt  security  or  more  than  one  class 
of  preferred  stock.224  Open-end  companies  cannot  issue  any  debt 
securities  at  all.225 

The  Commission  was  given  rulemaking  power  to  prevent  investment 
companies  from  buying  securities  on  margin  225  or  selling  them  short.227 
All  stock  issued  by  a  management  investment  company,  whether  open- 
end  or  closed-end,  must  be  voting  stock;228  and  no  voting  trust  can  be 
created  with  respect  to  any  such  stock.229  The  extent  to  which 
registered  investment  companies  can  invest  in  the  securities  of  other 
registered  investment  companies,  insurance  companies,  brokers  and 
dealers  in  securities,  underwriters  and  distributors  of  securities  and 
investment  advisers  is  restricted.230  If  any  investment  company  is 
reorganized,  the  Commission  must  be  apprised  of  the  proceedings, 
and  if  the  company  or  the  holders  of  25  percent  or  more  of  any  class 
of  security  affected  by  a  proposed  plan  of  reorganization  request  it, 
they  may  have  the  benefit  of  an  advisory  report  by  the  Commission 
with  respect  to  the  fairness  of  the  plan.231 

(iv)  Checks  on  management  domination  oj  investment  companies — Re¬ 
quirements  with  respect  to  the  composition  oj  boards  of  directors. — -The 
Act  sought  to  check  the  theretofore  virtually  unrestricted  power  of 
management  groups  by  imposing  specific  requirements  with  respect 
to  the  composition  of  the  boards  of  directors  of  investment  com¬ 
panies.232 

At  least  40  percent  of  the  board  must  consist  of  persons  who  are 
neither  officers  nor  employees  of  the  investment  company  and  who 
are  unaffiliated  with  its  investment  adviser.233  In  the  statutory  sense, 

mi  Sec.  17(h). 

M2  Sec.  1(b)(7)  of  the  Act  expresses  concern  about  the  harm  done  the  public  interest  “when  investment 
companies  by  excessive  borrowing  and  the  issuance  of  excessive  amounts  of  senior  securities  increase  unduly 
the  speculative  character  of  their  junior  securities,”  and  sec.  1(b)(4)  states  that  the  national  public  interest 
and  the  interest  of  investors  are  adversely  aflected  “when  the  control  of  investment  companies  is  unduly 
concentrated  through  pyramiding  or  inequitable  methods  of  control,  or  is  inequitably  distributed,  or  when 
investment  companies  are  managed  by  irresponsible  persons.” 

223  Sec.  18(a). 

22i  Sec.  18(c). 

225  Sec.  18  (f).  They  can,  however,  borrow  money  from  banks  but  only  if  such  bank  borrowings  have  an 
asset  coverage  of  at  least  300  percent. 

22®  Sec.  12(a)(1). 

22?  Sec.  12(a)(3). 

22®  Sec.  18(i) .  There  is  an  exception  to  this  rule  for  common  law  trusts  organized  prior  to  the  Act’s  effective 
date.  See  p.  4,  supra. 

229  Sec.  20(b). 

23®  Sec.  12(d). 

33i  Sec.  25(b). 

232  Sec.  10. 

233  Sec.  10(a).  “Affiliation”  is  one  of  the  Act’s  central  concepts.  Sec.  2(a)(3)  defines  an  “affiliated  person” 
of  another  person  as: 

“(A)  any  person  directly  or  indirectly  owning,  controlling,  or  holding  with  power  to  vote,  5  per  centum 
or  more  of  the  outstanding  voting  securities  of  such  other  person;  (B)  any  person  5  per  centum  or  more  of 
whose  outstanding  voting  securities  are  directly  or  indirectly  owned,  controlled,  or  held  with  power  to 
vote,  by  such  other  person;  (C)  any  person  directly  or  indirectly  controlling,  controlled  bv,  or  under  common 
control  with,  such  other  person;  (D)  any  officer,  director,  partner,  copartner,  or  employee  of  such  other  per¬ 
son;  (E)  if  such  other  person  is  an  investment  company,  any  investment  adviser  thereof  or  any  member  of 
an  advisory  board  thereof;  and  (F)  if  such  other  person  is  an  unincorporated  investment  company  not 
having  a  board  of  directors,  the  depositor  thereof.” 
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however,  unaffiliated  does  not  mean  completely  unrelated.  Directors 
unaffiliated  with  the  investment  adviser  may  be— and  sometimes 
are — -relatives  or  close  friends  of  their  affiliated  collegues.234  And,  as 
the  definition  shows,  a  director  may  own  as  much  as  4.9  percent  of  the 
outstanding  voting  securities  of  an  investment  adviser  without  be¬ 
coming  an  affiliated  person  of  such  adviser. 

If  any  director,  officer,  or  employee  of  the  investment  company 
acts  as,  or  is  affiliated  with,  its  principal  underwriter,  a  majority  of 
the  board  must  consist  of  persons  other  than  and  unaffiliated  with 
the  principal  underwriter.235  Similarly,  if  any  director,  officer,  or  em¬ 
ployee  of  the  investment  company  serves  as,  or  is  affiliated  with,  a 
regular  broker  to  the  company,  a  majority  of  the  board  must  consist 
of  persons  other  than,  and  unaffiliated  with,  such  regular  broker.236 

The  Act  also  provides  that  if  any  of  the  investment  company’s  offi¬ 
cers,  directors,  or  employees  are  investment  bankers  or  affiliated  with 
investment  bankers,  a  majority  of  the  board  must  consist  of  persons 
who  are  neither  investment  bankers  nor  affiliated  with  an  investment 
banker 

(v)  Transactions  with  affiliated  persons — The  general  rules.  Addi¬ 
tional  provisions  of  the  Act  apply  to  transactions  in  which  investment 
companies  lend  money  to,  sell  property  to,  or  buy  property  from, 
investment  advisers,  principal  underwriters,  and  other  affiliated  per¬ 
sons.238  These  transactions  are  prohibited  unless  Commission  approval 
has  first  been  obtained.239  Such  approval  can  be  granted  only  if  the 
Commission  finds  “that  the  terms  of  the  proposed  transaction,  includ¬ 
ing  the  consideration  to  be  paid  or  received,  are  reasonable  and  fair 
and  do  not  involve  overreaching  on  the  part  of  any  person  con¬ 
cerned.”  240  The  Commission  must  further  find  that  “the  proposed 
transaction  is  consistent  with  the  policy  of  each  registered  investment 
company  concerned  *  *  *”  and  “*  *  *  with  the  general  purposes  of 

the  [Act]”.241 

The  Act  also  guards  against  the  purchase  of  investment  company 
shares  by  insiders  on  terms  more  favorable  than  those  available  to 
the  general  public.  Options  and  warrants  for  investment  company 
shares  are  permissible  only  when  issued  exclusively  and  ratably  to  a 
members  of  a  class  of  security  holders  or  in  connection  with  a  plan  ol 
reorganization.242  Subject  to  certain  exceptions  established  by  Com¬ 
mission  rule,  mutual  fund  shares  can  be  sold  only  at  a  public  onenng 

~2M~See~Acampora  v.  Birkland,  220  F.  Supp.  527,  535-536,  542-543  (D.  Colo.  1963). 

23s  Sec.  10Cb)(2). 

“Bw 

-MS  .‘TWSffiflSSau™!/ mto  e^pUom  «o  the nto-te  merehendleo tnavMm 

in  the  ordinary  course  of  business  and  for  lessor-lessee  relationships. 

2«i  lees.*  17(b)  (2)  and  17(b)(3).  C or ind nalljnderOTlter0^ f  wh ich  hf an  offlcerf director ,  member  of 
companies  of  underwritten  securities  1 a  pi acnuirtaB  investment  company  “or  is  a  per- 
an  advisory  hoard,  investment  adviser,  or  empl  5  -  disorv  board,  investment  adviser,  or  employee 

These  provisions  do  not^«t^w«rmitete»ue|l  »™r  {“  S'fS'shMei'otfhi  <Sm- 
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price  described  in  the  prospectus.213  Insider  profits  from  short-term 
trading  in  the  securities  of  a  closed-end  investment  company  are 
recoverable  by  or  on  behalf  of  the  company.214 

(vi)  Transactions  with  affiliated  persons:  Specialized  treatment  oj 
advisory  contracts,  underwriting  agreements,  and  brokerage  relation¬ 
ships .  Advisory  contracts,  underwriting  agreements,  and  brokerage 
relationships  are  areas  in  which  the  interests  of  those  who  perform 
the  services  differ  to  some  extent  from  the  interests  of  the  fund’s 
shareholders.  In  the  first  instance,  this  divergence  relates  to  the 
amount  of  the  advisory  fee  and  the  services  to  be  obtained  in  return 
jor  it.  Second,  the  adviser-underwriter  may  wish  to  set  the  sales 
load  at  a  level  high  enough  to  maximize  aggregate  sales  by  giving 
generous  incentives  to  sellers  of  the  fund’s  shares.  Existing  share¬ 
holders  who  wish  to  invest  new  money  in  the  fund  and  who  have  to 
pay  a  sales  load  on  such  purchases  have  an  interest,  however,  in  the 
load  being  as  low  as  possible.245  Third,  the  adviser’s  desire  to  have 
the  size  of  the  fund  increased  and  thus  to  increase  its  advisory  fee— 
which  is  almost  invariably  based  on  a  percentage  of  the  fund’s  assets — 
may  not  necessarily  coincide  with  the  interests  of  the  fund’s  present 
shareholders.  For  example,  in  promoting  increased  fund  size,  the 
adviser  may  vvish  to  use  the  brokerage  commissions  generated  by  the 
fund’s  portfolio  transactions  for  the  purpose  of  channeling  additional 
sales^  compensation  to  retail  dealers  who  recommend  and  sell  the 
fund’s  shares.  In  that  event  the  adviser  may  not  be  inclined  to 
minimize  brokerage  costs. 

The  Act’s  controls  over  these  relationships  are,  as  indicated,  less 
direct  than  those  over  other  economic  relationships  between  invest¬ 
ment  companies  and  their  affiliated  persons.  In  1940,  the  Congress 
accepted  the  view  that  “a  few  elementary  safeguards”  were  all  that 
the  public  interest  required  in  the  areas  of  advisory  fees,  underwriting 
compensation  and  brokerage  commissions.246  The  principal  “elemen¬ 
tary  safeguards”  that  the  Act  imposed  in  these  areas  were  prescriptions 
as  to  the  form  and  content  of  advisory  and  underwriting  contracts 
and  requirements  with  respect  to  their  approval  by  unaffiliated 
directors  and  by  shareholders.247 

The  Act  requires  that  the  investment  company’s  contract  with  its 
adviser  be  in  writing  and  that  the  adviser’s  compensation  thereunder 


22(d).  The  Commission  has  exercised  its  rulemaking  authority  under  sec.  22(d)  so  as  to  permit 
a101!  or  eflnllW?tion  of  the  usual  sales  load  when  a  load  fund  sells  its  shares  to  persons  affiliated 
with  it.  Such  preferential  terms  can  be  offered  only  when  the  purchaser  gives  written  assurance  that  he  is 

1iS,i»  tv* 1rIiytSient  transaction  is  pursuant  to  a  uniform  offer  described  in  the  pros- 

t’hrAnai,  /  •  '  sec‘  “??_1  ^ '  Hie  sales  load  can  also  be  reduced  or  eliminated  when  sales  made 

Rule1 17  87T sec  250B22d™l  (g)  the  purpose  of  ProvidinS  an  investment  company  with  its  initial  capital. 

,Qr.^h^fl^.bjectsf?6ed--Ijnvesl-e'4  companies’  insiders  to  sec.  16  of  the  Exchange  Act,  which 
iequires  that  they  report  their  holdings  of  and  transactions  in  the  equity  securities  of  the  company  to  the 
commission,  makes  their  profits  from  any  combination  of  purchases  and  sales  of  such  securities  within 
any  6-month  period  recoverable  by  or  on  behalf  of  the  company,  and  prohibits  them  from  selling  short  or 
engaging  in  a  related  practice  known  as  “selling  against  the  box  ” 

i Ui  Shareholders  also  reinvest  dividends  in  the  purchase  of  new  fund  shares.  It  is  in  the  interest  of  the 
shareholders  to  be  able  to  make  such  purchases  free  from  any  sales  load.  The  adviser-underwriter  on  the 
r  'TA-  ’  ,may  wish  to  charge  a  sales  load  on  such  purchases  so  as  to  supply  his  retail  dealers  with  a  source 
of  additional  selling  compensation.  See  ch.  V,  sec.  E. 

2«  The  phrase  “a  few  elementary  safeguards’’  was  used  by  the  chief  counsel  to  the  Investment  Trust 
Study.  Senate  Hearings  252. 

There  were  many  who  favored  the  more  drastic  approach  of  requiring  investment  companies  to  be  man¬ 
aged  either  hy  their  own  staffs  or  by  affiliated  external  advisers  furnishing  their  services  at  cost  A 
comparable  approach  had  been  adopted  in  the  Holding  Company  Act  with  respect  to  service  companies 
m  hold  mg  company  systems  which  frequently  furnish  services  and  sell  goods  to  the  operating  members 
of  the  system.  The  Holding  Company  Act  requires  that  intra-system  contracts  of  this  sort  be  “  performed 
economically  and  efficiently  for  the  benefit  of  *  *  *  associate  companies  at  cost  fairly  and  equitably 
allocated  among  such  companies.”  Holding  Company  Act,  sec.  13(b).  This  approach  was  rejected,  in 
part  at  least,  out  of  consideration  for  the  needs  of  small  investment  companies  that  could  not  afford 
managerial  staffs  of  their  own.  See  Senate  Hearings  251-252. 

247  Sec.  15. 
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be  described  with  precision.  Before  an  advisory  contract  can  become 
effective,  it  must  be  approved  by  the  holders  of  a  majority  of  the 
fund’s  outstanding  voting  securities.248  If  the  contract  is  to  con¬ 
tinue  in  effect  for  a  period  of  more  than  two  years  after  the  date  of  its 
execution,  such  continuance  must  be  specifically  approved  at  least 
annually  by  either  (a)  the  board  of  directors  as  a  whole,  including  a 
majority  of  the  un affiliated  directors,  or  (b)  the  vote  of  the  holders 
of  a  majority  of  the  outstanding  voting  securities.249  An  investment 
company  has  the  right  to  terminate  an  advisory  contract  at  any  time 
without  penalty.250  An  advisory  contract  is  automatically  terminated 
in  the  event  of  an  “assignment,”251  and  this  necessitates  a  new  contract 
which  must  be  approved  by  the  shareholders.252  When  shareholders’ 
approval  is  solicited,  the  solicitation  must  be  made  in  accordance  with 
the  Commission’s  proxy  rules  designed  to  promote  full  and  fair  dis¬ 
closure  and  informed  use  of  the  shareholder  franchise.253 

The  Act  sets  no  express  limits  on  the  compensation  paid  to  affiliated 
persons  254  nor  does  it  expressly  require  that  such  compensation  be 
reasonable.255  Only  when  managerial  emoluments  are  such  as  to  make 
the  affiliated  person  “guilty”  of  “gross  misconduct  or  gross  abuse  of 
trust”  and  to  make  it  necessary  and  desirable  that  he  be  suspended 
or  barred  from  being  employed  by  investment  companies  in  the  future 
can  the  Commission  take  remedial  action  under  the  Act.256 

Comparable — but  somewhat  different — provisions  govern  agree¬ 
ments  between  the  funds  and  their  principal  underwriters.  Under¬ 
writing  agreements,  require  the  initial  approval  of  either  (a)  the  board 
of  directors,  including  a  majority  of  the  unaffiliated  directors,  or  (b) 
the  holders  of  a  majority  of  the  outstanding  voting  securities 257 
Advisory  contracts,  on  the  other  hand,  can  be  approved  initially 
only  by  the  holders  of  a  majority  of  the  outstanding  voting  securities.  58 
And  although  a  fund  can  terminate  an  advisory  contract  unilaterally 
at  any  time,259  it  has  no  such  unqualified  right  to  terminate  an  under¬ 
writing  agreement.  _  _  .  ,  .  ,  , 

Explicit  provision  is  made  as  to  sales  loads  in  contractual  plans. 
The  aggregate  sales  load  charged  in  the  sale  of  such  plans  cannot 
exceed  9  percent  of  the  total  payments  to  be  made,260  and  no  more  than 
one-half  of  the  first  year’s  payments  or  their  equivalent  can  be  de- 


Sec.  15(a). 

12  The  termsof 'the  contract  may  entitle  the  adviser  to  a  notice  period,  but  the  duration  of  such  notice  period 
is  limited  to  ?he°Adctythe  tern  “^sfiment”  includes  “  any  direct  or  indirect  transferor  hypoth- 

f  orests  incidental  to  the  death  or  w  itnarawai  a  amission  t0  the  partnership  of  one  or  more  members 

an<l  shs" onlr *  *  ra"'or"y 

in  the  business.” 

252  Sec.  15(a). 

25i  lec!  10(d)  can  bo  viewed  as  an  exception  to  j1  fated  w i t M ts  in  v^tmw fadv iser  T it* meets 

certain  <^e  condition  relates  to  the  size  of  the  management  fee.  Secs.  10(d)(6) 

(a)(5)  and  (a)(0)  ^thort*  the.  Stf! 

certain  charges  other  than  sales  loads  paid  V  Glares  are  held  by  the  contractual  plan  companies. 

*  w  nTK  sUuarions?the ‘commission  is  authorized  to  apply  to  the  Federal  courts  for  injunct, ve  relief. 
Sec.  36. 

257  Sec.  15(b)(2). 

25?  Sec.  15(a). 

“  is,  as  previously  not*,  the  only  provision  in  the  Federal  securities  statutes  imposing 

an  express  limit  on  sales  compensation. 
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ducted  for  sales  load.261  With  respect  to  sales  loads  generally,  there 
are  no  such  explicit  provisions.  But  the  Act  expresses  a  policy 
against  “unconscionable  or  grossly  excessive”  sales  loads  and  author¬ 
izes  the  Commission  and  the  NASD  to  implement  that  policy  by 
appropriate  rides.262 

The  Act  also  imposes  the  following  limitations  on  the  commissions 
that  affiliated  persons  (and  affiliates  of  such  persons)  acting  as  brokers 
can  receive  from  investment  companies: 

(1)  in  transactions  effected  on  securities  exchanges  the  com¬ 
mission  cannot  exceed  the  usual  and  customary  commission; 263 
and 

(2)  in  transactions  other  than  those  on  exchanges  the  com¬ 
mission  cannot  exceed  1  percent  of  the  price.264 

But  the  Act  contains  no  express  provisions  regulating  the  manner 
in  which  investment  companies  may  distribute  the  brokerage  business 
generated  by  their  portfolio  activities  nor  does  it  expressly  require 
that  ancdlary  services  supplied  by  brokerage  firms  in  return  for  such 
brokerage  business  inure  to  the  benefit  of  the  investment  companies 
who  pay  the  commissions  rather  than  to  the  benefit  of  the  companies’ 
external  advisers. 

(d)  Appraisal  of  the  Act 

1  he  provisions  of  the  Act  designed  to  protect  investment  companies 
and  their  shareholders  from  exploitation  by  irresponsible  persons  and 
to  prevent  inequitable  or  discriminatory  capital  structures  as  well  as 
the  safeguards  against  more  subtle  forms  of  overreaching  through 
self-dealing  transactions  between  investment  companies  and  their 
affiliated  persons  have  worked  well  on  the  whole.  However,  many  of 
the  Act’s  provisions  were  specifically  tailored  to  meet  conditions  and 
practices  prevalent  in  the  investment  company  industry  of  a  gen¬ 
eration  ago.  And,  some  of  these  provisions  are  not  suited  to  con¬ 
temporary  needs.  Experience  has  shown  that  there  are  ambiguities 
and  anomolies  in  the  Act  that  should  be  corrected.  Accordinglv, 
chapter  IX  of  this  report  recommends  a  number  of  changes  in  the 
existing  statutory  pattern. 

The  investment  company  industry  has  attracted  many  men  of  high 
professional  competence  and  integrity  because  of  their  efforts  and 
because  of  the  salutary  provisions  of  the  Act  serious  abuses  in  transac¬ 
tions  between  investment  companies  and  then*  affiliated  persons  have 
been  reduced  to  a  minimum.265  While  persons  affiliated  with  invest¬ 
ment  companies  may  still  obtain  substantial  benefits  by  virtue  of  their 
relationships  to  the  companies,  those  benefits  come  not  from  the 
exploitation  of  investment  company  assets,  but  mainly  from  compensa¬ 
tion  for  furnishing  managerial,  brokerage,  and,  in  the  case  of  mutual 
funds,  underwriting  services  to  the  companies.  Hence  the  Act  has 

2«  Sec.  27(a)(3). 

262  Secs.  22(b)  and  22(c). 

263  Sec.  17Ce) (2) (A). 

Clause  (B)  of  sec.  17(e)(2)  permits  affiliated  brokers  to  charge  commissions  as  high  as  2  percent  of  the 
sales  price  for  brokerage  services  in  connection  with  "secondary  distributions”  of  listed  securities  A 
“secondary  distribution”  is  the  sale  of  a  large  block  of  listed  securities  off  the  exchange  floor  in  which  the 
seller  pays  a  commission  higher  than  the  normal  exchange  commission 
2«<  Sec.  17(e)(2)(C). 

285  Attempts  to  avoid  the  Act’s  requirements  have  been  made  by  a  small  marginal  element  These 
attempts— often  inadvertent  but  sometimes  deliberate— show  that  here  as  elsewhere  in  the  law  there  is  a 
need  for  vigilant  enforcement. 
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achieved  one  of  its  principal  aims:  to  make  investment  company 
management  a  skilled  and  an  honorable  profession.266 

Nevertheless,  the  Wharton  and  Special  Study  Reports  questioned 
the  adequacy  of  the  less  thoroughgoing  protections  afforded  investors 
by  the  Act  in  the  advisory  fee,  sales  compensation,  and  brokerage 
commission  areas.  These  questions  were  brought  to  the  fore  by  the 
growth  of  the  mutual  fund  industry  to  an  extent  unforeseen  when  the 
Act  was  passed  in  1940.  Sales  loads,  advisory  fees,  and  brokerage 
commissions  may  not  have  provided  substantial  emoluments  in  the 
one-half-billion-dollar  mutual  fund  industry  of  1940,  but  they  are 
most  significant  in  the  $38  billion  industry  of  today.  Gross  sales 
charges  paid  by  mutual  fund  purchasers  in  1965  are  estimated  at 
over  $260  million,  while  total  advisory  fees  paid  by  the  funds  amounted 
to  an  estimated  $130  million.  And  mutual  fund  portfolio  transactions 
generated  an  estimated  $100  million  of  brokerage  commissions  in 
that  year.267 

Sales  loads  paid  by  purchasers  of  fund  shares  are  the  most  important 
single  expense  of  investing  in  a  mutual  fund.268  Advisory  fees  are  the 
most  substantial  expenses  incurred  in  the  operation  of  the  funds  and 
are  continuing  costs  which  must  be  borne  by  fund  shareholders  regard¬ 
less  of  the  profitability  of  their  investments.269 


F.  SALES  LOADS,  ADVISORY  FEES,  AND  BROKERAGE  COMMISSIONS 


1.  The  findings  of  the  Wharton  Report  and  the  Special  Study 

The  Wharton  Report  analyzed  the  relationship  of  mutual  fund 
growth  to  the  level  of  sales  loads  and  advisory  fees  and  the  allocation 
of  fund  brokerage  commissions.  It  concluded  that  potential  conflicts 
of  interest  in  these  areas  were  among  the  “more  important  current 
problems”  in  the  mutual  fund  industry.270  The  Wharton  Report’s 
conclusions  with  respect  to  sales  loads  and  brokerage  commissions 
were  reinforced  by  the  findings  of  the  Special  Study. 

The  Wharton  Report  found  evidence  to  indicate  that  the  higher  the 
sales  load,  the  larger  the  fund  or  fund  complex.  The  Report  noted 
that  “*  *  *  many  of  the  larger  [mutual  fund]  systems  *  Jlave 
found  that  high  retail  commissions,  which  induce  greater  selling  effort, 
tend  to  increase  the  rate  of  sales  of  investment  company  shares 
The  Special  Study  found  that  factors  peculiar  to  the  mutual  iunci 
industry — particularly  the  front-end  load  in  the  sale  of  contractual 


ment  of  these  institutions  is  wortny  oi  oeing  <i »  ij  .  ought  to  develop  is  a  group  of  expert  invest¬ 

ment  Uusfmanigerl  who™*  Cake  thefr  profits  *  '*  *  from  wise  and  careful  management  of  the  funds  en- 
trusted  to  them.’’  Senate  Hearings  47 

287  Source:  Investment Company Unstltut£  initial  purChase  of  fund  shares,  but  on  his  subsequent 

A  sales  load  is  charged  not  only  MJ  the  in  niirchasesoY  additional  shares  made  through  the  reinvest- 
purchases.  Although  no  d‘0  c^.;r(,Se  a  saies  load  in  connection  witli  purchases  attrib- 

inent  of  capital  gain  distribution^  many  fu  e  investors  who  purchase  mutual  fund  shares 

utable  to  the  reinvestment  of  ordinary  income  aiviue  .  it  ,  „ain  and  dividend  reinvestment 

through  contractual  plans  these  other  fees 

are ^sua  1  ly  ^pakA  cTt  he  funds  or° t o° barfk s  and  not  to  the  group  selling  the  shares.  They  are  imposed  to 

defray  the  cost  of  administerinc  the  pians.  normal  operating  services  required  by  the  funds. 

2*«  In  some  cases,  the  basic  advisory  fee  pays  ir  .  l),agjc  ativisory  fee.  The  most  significant 

Most  funds,  however  incur  operating  expe  .  ^widi  divldend  disbursing  services  and  of  distributing 
of  these  expenses  are  the  cost sofcratodial,  stock  traas  1  instances,  banks  and  other  unafliliatod  per- 

periodic  reports  and  proxy A?- lare  negotiated  with  the  fund  managers.  In  some  instances,  these 

S  pSl“ Eb? SSerwriu,  in  return  tor -i.i.»'  *»• 

272  Wharton  Report  31. 
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plans  created  pressures  toward  undesirable  selling  practices.  It 
concluded  that  the  “evidence  suggests  the  existence  of  such  practices 
to  an  unfortunate  degree.”  273 

The  growth  of  the  funds  through  the  sale  of  new  fund  shares  in- 
ci eases  the  compensation  of  those  who  manage  them,  execute  their 
portfolio  transactions  and  sell  their  shares.  However,  the  Wharton 
Report  questioned  whether  the  industry’s  emphasis  on  growth  through 
sales  has  benefited  the  funds  and  their  shareholders  from  the  viewpoint 
of  investment  results.  Its  analysis  of  fund  performance  indicated 
that  investment  results  were  not  related  to  size.  The  Report  stated: 

A  priori  it  1ms  been  argued  that  shareholders  benefit  from 
increased  diversification  or  (sic)  risk  and  the  ability  of  the 
adviser  to  afford  more  substantial  facilities  and  able  per¬ 
sonnel;  but  it  has  been  pointed  out  on  the  other  side  that 
small  or  moderate  sized  portfolios  contribute  to  flexibility  of 
portfolio  adjustments  in  the  light  of  changing  circumstances. 

Since  neither  average  performance  nor  variability  of  per¬ 
formance  has  been  significantly  related  to  size  of  fund,  neither 
of  these  considerations  appears  to  have  been  decisive.274 

The  Wharton  Report  pointed  out,  however,  that  growth  through 
sales  can  be  of  benefit  to  fund  shareholders.  It  noted  that  the 
economies  of  size  stemming  from  such  growth  could  make  for  lower 
costs  per  dollar  of  assets  managed.275  But  it  questioned  whether  invest¬ 
ment  advisers  had  adequately  shared  these  savings  with  the  funds 
and  their  shareholders.276  Despite  the  substantial  growth  of  the 
funds  since  1940,  the  Report  found  that  the  effective  fee  rates  charged 
mutual  funds  tended  to  cluster  heavily  about  the  traditional  annual 
rate  of  one-half  of  1  percent  of  average  net  assets.277 

I  he  Repoi  t  obsen  ed  that  advisory  fee  rates  charged  open-end 
companies  by  investment  advisers  are  both  significantly  higher  and 
significantly  less  iesponsi\  e  to  changes  in  the  volume  of  assets  super¬ 
vised  than  is  the  case  with  those  advisers’  nonfund  clients  or  with 
open-end  company  assets  managed  internallv  by  boards  of  directors 
or  trustees.”  2,s 

The  Wharton  Report  suggested  that  the  practice  in  the  mutual 
fund  industry  ol  paying  for  management  services  by  fees  based  on  a 
percentage  of  iissets  tends  to  avoid  conventional  limitations  on  execu¬ 
tive  salaries.  The  lack  of  such  limitations  was  alluded  to  as  a  possible 
partial  explanation  of  the  higher  management  costs  of  the  externally 
managed  funds  as  against  those  that  are  internally  managed.  The 
Report  also  noted  that  the  attachment  of  the  officers  and  directors  of 
the  funds  to  the  organizations  which  supply  services  to  the  funds  may 
tend  to  obscure  their  awareness  of  their  fiduciary  relationship  to  the 
funds  and  their  shareholders.2,9  It  stated  that  consideration  for  the 
interests  ol  the  funds’  shareholders  may  be  particularly  lacking  in 
connection  with  sales  of  fund  shares.280 


273  Special  Study,  pt.  4,  204-212. 

27<  Wharton  Report  31-32. 

275  Wharton  Report  492. 

276  Wharton  Report  493-494. 

277  As  previously  noted,  a  significant  number  of  advisory  contracts  now  provide  for  a  decline 
the  advisory  fee  as  thesueoftheassetsmanagedrises.  See  p.  46,  supra,  and  pp  100-10'  infra 

273  Wharton  Report  491. 

279  Wharton  Report  493-494. 

Wharton  Report  31-33. 
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Both  reports  observed  that  a  substantial  portion  of  mutual  fund 
brokerage  commissions  was  used  to  give  broker-dealers  extra  compen¬ 
sation  for  selling  fund  shares.  To  the  extent  that  brokerage  com¬ 
missions  were  used  to  pay  for  investment  research  and  other  services 
available  from  brokers,  they  served  mainly  to  assist  the  investment 
adviser  in  fulfilling  his  obligations  under  the  advisory  contract.  In 
instances  where  the  adviser-underwriter  was  affiliated  with  a  broker, 
the  affiliated  broker  tended  to  obtain  a  substantial  portion  of  the 
fund’s  brokerage.  In  neither  case  did  the  Wharton  Report  find  that 
the  advisory  fee  was  reduced  to  reflect  the  benefits  and  profits  realized 
by  the  investment  adviser  from  the  brokerage  commissions  paid  by 
the  funds.281 

The  Wharton  Report  thus  suggested  that  the  problems  found  in  the 
areas  of  sales  loads,  advisory  fees  and  portfolio  brokerage  might  be 
attributable  to  the  structural  characteristics  of  the  mutual  fund 
industry.  Although  the  funds  are  legally  separate  entities,  they  are 
under  the  effective  control  of  their  investment  advisers  and  principal 
underwriters.  This  control  starts  with  the  formation  of  the  invest¬ 
ment  company  at  the  initiative  of  a  group  which  intends  to  and  does 
furnish  the  fund  with  its  essential  services.  Almost  invariably  the 
organizers  of  the  fund  become  its  key  executive  officers  and — to  the 
extent  permitted  by  the  Act— its  directors.  The  organizers  also  select 
the  un affiliated  directors.  Although  the  fund  may  grow  to  substantial 
size  and  achieve  a  national  reputation,  the  use  of  external  organiza¬ 
tions  to  perform  its  essential  services  eliminates  any  necessity  for 
expanding  the  fund’s  own  organization.  The  fund  remains,  as  it 
always  was,  without  an  identity  and  an  organization  separate  from 
its  adviser-underwriter.  The  fund  occupies  the  offices  of  the  adviser- 
underwriter,  uses  the  latter’s  staff  and  executive  officers,  and  generally 
obtains  legal  and  auditing  services  from  the  same  attorneys  and 
accountants  who  serve  the  adviser-underwriter.28- 

Seldom  is  there  a  disinterested  voice  in  the  management  of  the 
fund  other  than  that  of  the  unaffiliated  directors.  But  the  Wharton 
Report  concluded  that  the  unaffiliated  directors  “may  be  of  restricted 
value  as  an  instrument  for  providing  effective  representation  of  mutual 
fund  shareholders  in  dealings  between  the  fund  and  its  investment 


adviser.”  283 

In  this  connection,  it  should  be  noted  that  the  unaffiliated  directors’ 
ability  to  bargain  with  the  adviser-underwriter  may  be  hampered 
by  the  practical  difficulty  of  changing  from  one  adviser-underwriter 
to  another.  Such  a  change  might  disrupt  existing  operations  and 
defeat  the  expectations  of  some  shareholders  who  may  have  Purchased 
their  shares  in  reliance  on  existing  management.  Under  these  cir¬ 
cumstances  competition  can  play  little  part  in  the  selection  of  mutual 

fund^adAnser  un  ™ite  concluded  that  the  shareholder  voting  rights 

nrovided  for  in  the  Act  “appear  to  be  of  limited  value  in  governing 
P  rplfltionshiDS  between  the  funds  and  their  investment  ad\iseis, 
nAcbaf  unt^iterT  and  regular  brokers.-  It  found  that  mutual 
fund  shares  are  more  widely  distributed  and  then-  ownership  less  con- 


28.  Wharton  Report  32-33,  528,  530-537.  See  also  Special  Study,  pt.  4,  218,  233, 

282  Wharton  Report  33-36,  66-67. 

283  Wharton  Report  34. 

28t  Cf.  Wharton  Report  67. 

285  Wharton  Report  34. 
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centra  ted  than  those  of  most  other  publicly  held  companies  of  com¬ 
parable  size.280  Coupled  with  the  wide  diffusion  of  shareownership 
is  the  redemption  feature  which  facilitates  the  exit  from  the  fund  of 
shareholders  who  are  dissatisfied  with  management  performance, 
hor  these  reasons,  the  Wharton  Report  observed,  mutual  fund  share¬ 
holders  tend  to  be  passive.  Generally,  only  a  handful  of  them  attend 
annual  meetings,  despite  the  efforts  by  some  fund  managements  to 
encourage  attendance.287 


2.  Public  policy  implications  of  the  W  harton  and  Special  Study  Reports 

Because  of  the  provisions  of  the  Act  designed  to  protect  the  interests 
of  mutual  fund  shareholders  through  representation  by  unaffiliated 
directors  and  through  special  disclosure  and  shareholder  approval 
requirements,  investment  company  shareholders  have  more  of  an 
opportunity  to  participate  in  the  affairs  of  their  companies  than 
shareholders  of  most  other  publicly  held  corporations.  If,  as  the 
Wharton  Report  suggested,  these  provisions  have  been  ineffective, 
does  this  failure  raise  significant  questions  of  public  policy?  Some 
say  not. 

In  one  sense,  the  economic  relationship  of  fund  managers  to  fund 
shareholders  differs  from  that  of  other  corporate  managers  to  their 
shareholders.  Most  business  corporations  derive  their  revenues  and 
profits  by  selling  their  products  or  services  to  outside  customers  at 
prices  and  upon  terms  ordinarily  determined  by  arm’s-length  bargain¬ 
ing  in  competitive  markets.  It  is  in  the  interest  of  stockholders  and 
management  alike  to  maximize  profits  from  such  sales.  The  outside 
customers  are  protected  not  by  the  company  but  by  their  ability  to 
fend  for  themselves  and  by  consumer-oriented  laws.  A  mutual  fund, 
however,  has  no  products  and  no  customers,  unless  one  regards  its 
shares  as  its  products  and  its  present  and  potential  shareholders  as 
its  customers.  If  the  situation  is  looked  at  from  the  viewpoint  of  the 
investment  advisers,  they  are  in  business  of  selling  their  advisory  and, 
m  some  cases,  their  brokerage  services  to  the  public  through  the  shares 
of  the  funds  they  manage.  As  pointed  out  above,  frequently  they 
also  serve  as,  or  are  closely  affiliated  with,  the  principal  underwriters 
of  the  funds’  shares  in  order  to  merchandise  these  shares  actively 
and  aggressively. 

These  circumstances  lead  some  to  suggest  that  any  conflicts  that 
may  exist  between  the  interests  of  the  fund  managers  and  under¬ 
writers  and  those  of  their  customers — the  mutual  fund  investors — 
are  no  different  from  the  usual  conflicts  of  interest  between  buyers 
and  sellers.  The  managers’  responsibilities  to  mutual  fund  investors 
are  viewed  as  essentially  the  same  as  those  of  an  investment  adviser 
to  his  nonfund  clients.  Those  who  take  this  view  suggest  that  con¬ 
ventional  concepts  of  corporate  and  trust  law  are  inapplicable  to  the 
mutual  fund  because  it  is  merely  a  “shell”  organized  for  adminis¬ 
trative  convenience  as  a  vehicle  by  which  the  investment  adviser 
undertakes  the  management  of  funds  entrusted  to  him  by  individual 


Wharton  Report  64. 

Ending  must  now  be  qualified  to  some  extent.  One  month  after  the  Wharton  ReDort  was  trans¬ 
mitted  to  Congress  in  August  of  1962,  The  Fund  of  Funds,  Ltd.,  a  fund  holding  company  was  or^amS 
laW'  ,1  Fun!  °(  Funds  is  itself  a  mutual  fund  which  invests  in  the  securities  of  other  invest- 
ment  companies  and  mutual  fund  management  companies.  It  claims  its  shares  are  not  sold  within  the 
jurisdiction  of  the  United  States  and  that  it  is,  therefore,  immune  from  regulation  under  the  Act  As  of 

* now  holds  sub“  i 

Wharton  Report  64. 
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investors.  To  them,  the  fund  itself  has  little  or  no  independent  sig¬ 
nificance  for  it  is  essentially  the  brand  name  under  which  a  particular 
investment  adviser  sells  its  services  to  the  public.  Adherents  to  this 
position  point  out  that  every  mutual  fund  investor  receives  a  pros¬ 
pectus  that  gives  him  an  accurate  description  of  the  nature  of  the 
services  being  offered  and  an  explanation  of  their  costs,  and  that 
dissatisfied  shareholders  can  exercise  their  right  of  redemption. 

If  this  view  were  accepted,  the  questions  raised  by  the  Wharton 
Report  and  the  Special  Study  with  respect  to  advisory  fees,  sales 
loads,  and  utilization  of  portfolio  brokerage  might  be  of  little  sig¬ 
nificance. 

The  Commission  believes  that  it  would  be  most  unwise  to  accept  the 
foregoing  analysis  for  regulatory  purposes.  It  is  clearly  rejected  in 
the  Act.  The  courts  also  have  held  that  mutual  fund  shareholders  are 
not  merely  individual  advisory  clients,  and  that  the  funds  have  rights 
that  can  be  enforced  by  their  shareholders  just  as  other  types  of  cor¬ 
porations  have  rights  that  can  be  enforced  by  their  shareholders.288 
If  mutual  fund  shareholders  are  viewed  as  customers  to  whom  the 
advisers  and  the  underwriters  sell  their  services  and  products,  the 
shareholder  protections  provided  by  the  fiduciary  principles  of  cor¬ 
poration  law  tend  to  disappear.  There  is  no  adequate  substitute  for 
those  principles.  The  individual  mutual  fund  shareholder  cannot 
bargain  over  the  level  of  the  sales  load,  the  terms  of  the  advisory  con¬ 
tract  or  the  utilization  of  portfolio  brokerage.  If  by  reason  of  the 
industry  structure,  there  is  no  one  in  a  position  to  bargain  effectively 
with  respect  to  these  matters,  and  if  competition  cannot  operate  as  an 
effective  control,  then  fundamental  questions  of  public  policy  are 


raised  • 

Mutual  funds  may  differ  to  some  extent  from  other  types  of  business 
associations  in  which  those  who  administer  the  enteipiise  manage 
other  people’s  money.  But  in  the  Commission’s  opinion  those  dif- 
ferences  make  it  all  the  more  essential  that  principles  long  regarded 
as  basic  in  the  law  of  corporations  and  trusts  be  applied  to  the  funds. 

Although  mutual  fund  investors  buy  the  fund  managers  profes¬ 
sional  investment  skills,  those  who  purchase  other  equity  securities 
also  buv  the  skills  of  the  issuers’  managers.  One  who  invests  in 
shares  of  other  publicly  held  corporations  relies  on  the  expertise  and 
the  diligence  of  their  managers  in  much  the  same  way  as  the  mutual 
fund  shareholder  relies  on  the  expertise  and  the  diligence  of  the  funds 
managers.  In  these  corporations  conventional  limitations  on  execu¬ 
tive  compensation,  disclosure  and  fiduciary  standards  oi  reasonable¬ 
ness  all  serve  as  restraints.  .  .  .  .  ,  .  •  i  • 

Full  disclosure  is  basic  to  all  Federal  securities  legislation  and  is  as 

crucial  to  the  protection  of  mutual  fund  investors  as  it  is  to  the  pro¬ 
tection  of  investors  generally.  It  is,  however,  only  an  aspect  of,  no 
a  substitute  for,  the 'right  of  equity  security  holders  to  fan  treatment 
and  adherence  to  fiduciary  standards  of  conduct  from  those  \\  10 
manage  and  control  their  businesses.  The  advisory  fees,  the  under- 
wri  tin”'  compensation,  and  the  brokerage  commissuins  pawl  to  ti  e 
managers  „f  externally  managed  funds  may  differ  sorneuluit  ftom  the 
salaries,  bonuses,  and  stock  options  that  other  corporations  gne  to 

3,  1903 1  certiorari  denied.  3.4  t.S.  800-  o'*  also  7 

For  further  discussion  see  pp.  13--133,  infra. 
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their  managers.  While  both  situations  involve  compensation  for 
managerial  services,  payments  for  services  furnished  to  mutual  funds 
may  involve  in  addition  some  compensation  for  entrepreneurial  risk. 
However,  total  immunity  from  economic  and  legal  restraints  would  be 
as  undesirable  in  one  case  as  in  the  other. 

The  contention  that  redeemability  obviates  the  need  for  other 
shareholder  protections  is  also  questionable.  Those  who  hold  shares 
in  other  publicly  held  companies  can  sell  them  on  an  exchange  or  in 
the  over-the-counter  market.  Yet  the  free  alienability  of  these  shares 
has  never  been  viewed  as  lessening  the  responsibility  of  corporate 
managers  to  deal  fairly  and  equitably  with  the  shareholders.  Particu¬ 
larly  should  this  be  so  in  the  case  of  mutual  funds  whose  shareholders 
usually  pay  considerably  more  to  acquire  their  shares  than  other 
types  of  investors  pay  for  both  the  acquisition  and  the  sale  of  their 
shares.289 

As  stated  in  the  Act,  a  primary  purpose  of  its  provisions  is  to  miti¬ 
gate  and,  insofar  as  is  feasible,  to  eliminate  those  conditions  whereby 
investment  companies  were  being  operated  in  the  interests  of  their 
promoters,  managers,  underwriters,  brokers,  and  other  insiders  rather 
than  in  the  interests  of  all  classes  of  security  holders.290  In  large  part, 
these  provisions  have  operated  effectively  against  the  major  abuses 
prevalent  in  the  investment  company  industry  prior  to  1940.  Ques¬ 
tions  as  to  the  extent  to  which  the  growth  of  mutual  funds  since  1940 
has  accentuated  problems  that  may  then  have  been  minor  and  as  to  the 
effectiveness  of  the  Act  in  dealing  with  such  problems  merit  careful  and 
serious  analysis.  This  report  attempts  such  an  analysis. 

-S8  See  pp.  53-54,  supra,  and  pp.  209-214,  infra. 

2»o  Sec.  1(b)(2). 
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APPENDIX 

Special  Tax  Treatment  of  Diversified  Investment  Companies 

This  appendix  summarizes  various  provisions  of  the  Internal 
Revenue  Code  of  1954  ("the  Code”)  applicable  to  diversified  invest¬ 
ment  companies.  These  provisions  are  found  in  subchapter  M  of  the 
Code,1  which  applies  only  to  so-called  regulated  investment  companies 
and  which  states  that  no  company  shall  be  considered  a  “regulated” 
investment  company  unless  it  meets  certain  standards  of  diversifica¬ 
tion  set  forth  in  the  Code.2  The  Code’s  standards  of  diversification 
are  similar  to  but  not  precisely  the  same  as  those  of  the  Act.3 

A.  ORDINARY  INCOME 

Regulated  investment  companies  that  distribute  at  least  90  percent 
of  their  ordinary  taxable  income  to  their  shareholders  can  deduct  such 
dividends  from  ordinary  income.4  Since  most  corporations  cannot 
deduct  the  dividends  that  they  pay  their  stockholders  from  taxable 
income,  this  provision  is  significant  to  diversified  investment  com¬ 
panies  and  to  their  stockholders.5 

Thus,  if  an  investment  company  has  a  taxable  annual  income  of  $1 
million,  all  of  which  is  derived  from  interest,  but  does  not  qualify  for 
subchapter  M  treatment,  it  must  pay  a  Federal  corporate  income  tax 
of  $473,500  6  and  will  have  only  $526,500  available  for  distribution 
to  its  stockholders  or  retention  in  its  business.  But  if  the  company 
qualifies  for  subchapter  M  treatment,  and  if  it  distributes  $900,000 
of  its  million  dollar  income  to  its  stockholders,  it  will  be  able  to  deduct 
that  entire  $900,000  from  its  taxable  income.  Its  taxable  income  will 
then  be .$100, 000,  and  its  corporate  income  tax  $41,500,  leaving  $58,500 
for  retention  and  reinvestment.  Because  the  company  qualified 
for  subchapter  M  treatment  its  stockholders  received  $373,500 
($900,000  minus  $526,500)  more  than  they  could  possibly  have  re¬ 
ceived  if  the  company  had  not  so  qualified.  Moreover,  the  company 
can  avoid  the  corporate  income  tax  altogether  by  electing  to  distribute 
all  of  its  income  to  its  stockholders.  If  it  does  that,  it  will  have  no 
taxable  income  and  will  have  passed  its  entire  income  on  to  its  stock- 

1  Code,  secs.  851-855. 

2  Code,  sec  851(b)(4). 

3  As  noted  at  pp.  40-41,  supra,  the  Code  treats  a  company  which  has  50  percent  of  its  assets  in  diversified 
securities  as  “diversified”  whereas  a  company  is  not  “diversified”  under  the  act  unless  75  percent  of  its  assets 
are  in  diversified  securities.  Because  of  this  factor  a  number  of  companies  that  are  “non-diversified”  under 
the  Act  are  nevertheless  “regulated  investment  companies”  entitled  to  the  benefits  of  subch.  M. 

The  tax  status  of  the  contractual  plan  type  of  unit  investment  trust  (see  pp.  57-58,  supra)  is  the  same  as 
that  of  the  diversified  type  of  management  company.  This  is  so  because:  (1)  Such  trusts  usually  invest 
all  of  their  assets  in  the  shares  of  a  single  open-end  management  company;  and  (2)  sec.  851(b)(4)(B)  of  the 
Code  imposes  no  limitation  on  the  portion  of  its  assets  that  a  “regulated  investment  company”  can  invest  in 
the  securities  of  other  regulated  investment  companies. 

4  Code,  sec.  852. 

3  See  Code,  secs.  161-182,  241-248. 

8  All  calculations  are  based  on  the  rates  applicable  to  taxable  years  after  Dec.  31,  1964,  i.e.,  22  percent  on 
the  first  $25,000  of  a  corporation’s  income  and  48  percent  on  so  much  of  a  corporation’s  income  as  exceeds  that 
figure.  Code,  sec.  11. 
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holders  free  from  any  Federal  corporate  income  tax.  This  is  exactly 
what  most  diversified  investment  companies  do.7 * 

The  foregoing  example  dealt  with  interest  income.  In  the  case  of 
dividend  income  the  tax  advantage  of  the  subchapter  M  investment 
companies  is  much  less.  This  is  so  because  all  corporations  are 
entitled  to  deduct  from  their  taxable  income  85  percent  of  any  divi¬ 
dends  that  they  receive.®  Hence  only  15  percent  of  the  dividend 
income  of  a  corporation  is  ever  subject  to  Federal  corporate  income 
tax.9  Since  the  highest  rate  at  which  corporate  income  is  taxed  is 
48  percent,  the  maximum  effective  Federal  corporate  income  tax 
rate  on  dividend  income  is  only  7.2  percent  (48  percent  of  15  percent). 
Of  course,  the  ability  to  avoid  a  7.2  percent  income  tax  is  still  a  sub¬ 
stantial  advantage.  The  extent  of  that  advantage  in  the  case  of  a 
company  with  dividend  income  of  $1  million  is  shown  below: 


Subchapter  M 
investment 
company 

Company  not 
qualified  for 
subchapter  M 
treatment 

Dividend  income..  _ _ _ _ _  .  _ 

$1,  000,  000 

0  None 

$1,  000, 000 

850,  000 

Intercorporate  dividend  exclusion.  .  _  _ _ _  . 

Dividends  paid  deduction _ _  .  .  _ 

1,  000,  000 
None 

None 

Taxable  income  _ _ _  .  .  .. 

150,  000 
b  65,  500 

Federal  corporate  income  tax _ _ _ _  ...  __  _ 

None 

Maximum  amount  available  for  distribution  to  stockholders  _  _ 

1, 000, 000 

«  934,'  500 

»  Regulated  investment  companies  that  avail  themselves  of  the  benefits  of  subch.  M  are  not  entitled  to 
the  intercorporate  dividend  deduction.  Code,  sec.  852(b)  (2)  (C) . 

b  The  effective  rate  of  tax  in  the  foregoing  illustration  is  6.55  percent  rather  than  7.2  percent  as  stated  in 
the  text  because  the  first  $25,000  of  dividend  income  is  taxed  at  only  3.3  percent  (15  percent  of  the  corporate 
normal  tax  rate  of  22  percent) . 

»  To  obtain  its  $65,500  tax  saving  the  subch.  M  company  had  to  distribute  its  entire  income  to  its  stock¬ 
holders,  while  the  managers  of  the  company  that  did  not  choose  to  qualify  for  subch.  M  treatment  were  free 
to  retain  a  portion  of  its  after-tax  income  in  the  business. 

A  dividend  that  the  recipient  invests  in  the  purchase  of  additional  shares  is  deemed  to  have  been  paid  by 
the  company  and  to  have  been  received  by  the  stockholder.  Hence  the  dividend  reinvestment  programs 
maintained  by  most  mutual  funds  do  not  affect  their  ability  to  avail  themselves  of  the  benefits  of  subch.  M. 
These  programs  make  it  possible  for  mutual  funds  to  add  appreciable  portions  of  their  income  to  capital 
without  forfeiting  the  tax  advantages  conditioned  on  the  distribution  of  such  income  to  the  shareowners. 


B.  CAPITAL  GAINS 


1 .  Capital  gains  distributed  to  the  shareholders 

Regulated  investment  companies  are  exempt  from  any  corporate 
income  tax  on  capital  gains  that  they  distribute  to  their  shareholders.10 
The  gains  so  distributed  are  taxable  to  the  shareholders  as  capital 
gain,  &not  ordinary  income.11  Since  most  corporations  have  to  pay 
a  25' percent  tax  on  their  long-term  capital  gains,12  and  since  invest¬ 
ment  companies  frequently  realize  capital  gains — indeed  most  of 
them  regard  the  realization  of  such  gains  as  one  of  their  principal 
objectives — the  capital  gain  treatment  that  subchapter  M  gives  to 
investment  companies,  that  qualify  thereunder,  is  a  substantial  tax 


7  The  Code  contains  so-called  “look  back”  provisions  (sec.  855)  which  permit  the  i investment  company  to 
review  its  situation  after  the  close  of  the  taxable  year,  declare  such  postclosing  dividends  as  it  deems  appro- 

nriate  in  the  light  of  such  review,  and  then  deduct  such  dividends  from  its  taxable  income  for  the  previous 
vear  Dividends  declaredat  any  time  prior  to  the  date  on  which  the  investment  company’s  corporate  tax 
return  is  due  including  any  extensions  of  time  for  filing  that  may  have  been  obtained,  can  be  deducted 
from  its  taxable  income  for  the  year  to  which  the  return  relates  (Code,  sec.  855(a))  but  are  taxable  to  the  share¬ 
holders  in  the  year  in  which  they  receive  them  (Code,  sec.  855(b)). 

I  Dividends ^)aid  by  certain  foreign  corporations  and  on  the  preferred  stocks  of  public  utilities  are  excep¬ 
tions  to  this  rule.  Code.  secs.  245-247. 

10  Code,  sec.  852(b)(3)(A). 

II  Code,  sec.  852(b)(3)(B). 

12  Code,  sec.  1201(a). 
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benefit  to  them.  Since  the  distribution  of  a  capital  gain  by  a  corpo¬ 
ration  usually  results  in  ordinary  income  to  its  shareholders,13  and 
since  capital  gains  are  taxed  at  appreciably  lower  rates  than  those 
applicable  to  ordinary  income,14  subchapter  M  confers  substantial 
additional  benefits  on  investment  company  shareholders. 

Thus,  a  company  that  realizes  a  net  long-term  capital  gain  of  $1 
million  and  is  not  a  subchapter  M  company  must  itself  pay  a  tax  of 
$250,000.  When  it  distributes  the  remaining  $750,000  to  its  stock¬ 
holders,  they  receive  ordinary  income  15  on  which  they  must  pay  taxes 
at  the  rates  generally  applicable  to  such  income,  which  range  from  14 
percent  to  70  percent  for  individual  taxpayers.16  In  contrast,  when  a 
subchapter  M  company  realizes  a  capital  gain  and  proceeds  to  dis¬ 
tribute  it  to  its  stockholders,  it  pays  no  capital  gain  tax.  And  since 
the  stockholders  can  treat  that  $1  million  as  long-term  capital  gain,  not 
ordinary  income,17  their  individual  income  taxes  on  their  gains  may 
be  as  low  as  7  percent  and  can  never  be  higher  than  25  percent.18 

2.  Undistributed,  capital  gain 

A  subchapter  M  investment  company  has  to  pay  a  25  percent  tax  on 
its  undistributed  capital  gains.19  So  do  other  corporations.20  Hence 
with  respect  to  undistributed  capital  gains  investment  companies  have 
no  advantage  as  such  over  other  corporations.  But  the  stockholders 
of  subchapter  M  investment  companies  do  have  an  advantage  over  the 
stockholders  of  other  companies.  When  a  company  that  does  not 
qualify  under  subchapter  M  realizes  a  capital  gain  which  it  does  not 
choose  to  distribute  to  its  stockholders,  the  stockholders1  tax  position 
is  unaffected  for  the  time  being  since  they  have  received  nothing  from 
the  corporation.  But  if  and  when  the  corporation  does  pay  a  dividend 
derived  from  its  realized  capital  gain  of  a  previous  year,  the  stock¬ 
holders  realize  ordinary  income.21  Hence  any  realized  corporate 
capital  gain  that  is  ultimately  distributed  to  the  stockholders  is  taxed 
twice:  once  to  the  corporation  as  capital  gain  and  second  as  ordinary 
income  to  the  stockholders  who  receive  a  dividend  derived  from  that 
source.  Whenever  a  subchapter  M  investment  company  realizes  a 
capital  gain  which  it  distributes  in  some  later  year,  that  gain  is  taxed 
only  once — to  the  corporation  as  capital  gain.  This  is  so  because  a 
subchapter  M  investment  company’s  undistributed  capital  gains  are 
deemed  to  have  been  distributed  to  the  shareholders  during  the  year 
in  which  they  were  realized  by  the  investment  company.22  This 
means  that  the  individual  stockholder’s  income  for  that  year  is  in¬ 
creased  by  his  proportionate  share  of  the  investment  company’s 
undistributed  capital  gain.23  However,  the  stockholder  is  entitled  to  a 
credit  against  his  tax  equal  to  his  proportionate  share  of  the  25  percent 

13  Sec.  316  of  the  code  defines  a  “dividend”  as  “any  distribution  of  property  made  by  a  corporation  to  its 
shareholders  *  *  *  out  of  its  earnings  and  profits.”  The  section  does  not  differentiate  profits  attributable 
to  long-term  capital  gains  from  other  profits. 

14  Individuals’  capital  gains  are  taxed  at  one-half  the  rate  applicable  to  ordinary  income  but  never  at  a 
rate  higher  than  25  percent.  Code,  sec.  1201(b). 

14  See  note  13  on  this  page. 

16  Code,  sec.  1(a)(2). 

17  They  can  do  so  even  if  they  have  held  their  shares  for  less  than  the  six  months  holding  period  normally 
required  for  long-term  capital  gain  treatment.  Compare  Code,  secs.  852(b)  (3)(B)  and  (C)  with  Code,  sec. 
1222(3) .  Hence  a  shareholder  can  treat  a  capital  gain  dividend  as  a  long-term  capital  gain  even  if  he  received 
that  dividend  the  day  after  he  purchased  the  shares  that  generated  it. 

18  Code,  sec.  1201(b). 

19  Code,  sec.  852(b)(3)(A). 

20  Code,  sec.  1201(a). 

21  See  note  13,  supra. 

22  Code,  sec.  852(b)(3). 

23  Code,  sec.  852(b)  (3)  (D)(i). 
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capital  gain  tax  that  the  investment  company  has  already  paid.24 
Since  25  percent  is  the  maximum  rate  at  which  capital  gains  are 
taxed,25  the  stockholder  pays  no  additional  taxes  on  his  proportionate 
share  of  those  gains.  In  fact,  his  total  income  tax  payment  for  the 
year  may  be  reduced  to  some  extent  as  a  result  of  the  investment 
company’s  decision  to  retain  its  realized  capital  gain.26 

If  and  when  the  company  distributes  such  gain  in  a  subsequent 
year,  the  distribution  is  tax  free  to  the  stockholder.  His  share  of  that 
gain  was  already  included  in  his  income  for  a  prior  year,  although  it 
did  not  increase  his  out-of-pocket  tax  liability  for  that  year.  Hence 
it  cannot  be  taxed  in  a  subsequent  year.27 

24  Code,  sec.  852(b)  (3)  (D)(ii). 

25  Code,  sec.  1201(b). 

28  This  is  so  because  most  individual  taxpayers  are  taxed  at  a  rate  of  less  than  25  percent  on  their  capital 
gains.  The  25  percent  rate  affects  only  those  persons  whose  ordinary  income  is  high  enough  to  subject  them 
to  marginal  ordinary  income  tax  rates  of  50  percent  or  more.  Other  taxpayers  are  taxed  on  their  ordinary 
capital  gains  at  one-half  the  rate  on  which  they  are  taxed  on  their  ordinary  income. 

F or  example,  i  f  an  individual  taxpayer  in  the  30  percent  bracket  owns  shares  in  a  subchapter  M  investment 
company  that  does  not  distribute  its  capital  gains,  his  pro  rata  share  of  the  company’s  undistributed  gains 
is  $100  and  he  must  report  a  long-term  capital  gain  of  $100.  Since  he  will  be  taxed  on  that  gain  at  15  percent 
(one-half  of  the  30  percent  rate  applicable  to  his  ordinary  income),  his  total  income  tax  liability  will  be 
$15  higher  than  it  would  have  been  had  there  been  no  such  undistributed  gain.  But  his  pro  rata  share  of 
the  25  percent  gain  tax  that  the  investment  company  has  already  paid  amounts  to  $25,  and  he  is  entitled  to 
credit  that  $25  against  his  individual  income  tax.  The  taxpayer  is  therefore  entitled  to  a  $10  refund. 

27  For  reasons  explained  in  the  text  and  in  the  preceding  footnote,  the  company’s  payment  of  the  capital 
gain  tax  gives  rise  to  a  credit  against  the  individual  stockholder’s  income  tax  liability  except  in  those  cases 
where  his  ordinary  income  tax  bracket  is  50  percent  or  higher.  A  second  tax  advantage  comes  into  play  if 
the  taxpayer  sells  his  shares  and  if  the  price  that  he  gets  for  them  reflects  the  company’s  retention  of  the 
realized  capital  gain.  In  that  event,  the  shareholders  of  subchapter  M  companies  pay  a  lower  capital  gain 
tax  than  do  the  shareholders  of  other  corporations.  This  is  so  because  the  corporation’s  retention  of  a  rea¬ 
lized  capital  gain  normally  has  no  effect  on  the  basis  of  the  shareholders’  shares  while  a  subchapter  M  com¬ 
pany’s  retention  of  a  realized  capital  gain  increases  the  basis  of  the  shareholders’  shares  by  75  percent  of 
their  pro  rata  shares  in  such  gain.  Code,  sec.  852(3)(D)(iii). 

For  example,  assume  that  X  buys  a  share  in  an  investment  company  for  $10.  The  company  then  realizes 
a  capital  gain  equal  to  $2  per  share  and  retains  that  gain  in  its  tresaury.  X  thereafter  sells  his  share  for  a 
price  that  reflects  this  retention,  that  is,  for  $12  per  share.  If  the  company  is  not  a  subchapter  M  company, 
X  is  deemed  to  have  realized  and  is  taxed  on  a  capital  gain  of  $2.  But  if  the  company  is  a  subchapter  M 
company,  X’s  basis  rose  at  the  time  the  company  realized  the  gain  by  $1.50  (75  percent  of  the  $2  undistri¬ 
buted  capital  gain)  from  $10  to  $11.50.  Accordingly  when  X  sells,  he  is  deemed  to  have  realized  and  is 
taxed  on  a  gain  of  only  50  cents. 


CHAPTER  III 

THE  MANAGEMENT  FUNCTION  AND  ITS  COST 

To  avail  themselves  of  professional  management  and  portfolio 
diversification,  increasing  numbers  of  Americans  have  been  entrusting 
their  capital  to  investment  companies.  In  1965  they  paid  more  than 
$130  million  to  the  managers  of  such  companies  for  investment  ad¬ 
visory  and  other  managerial  services.  This  chapter  deals  with  the 
question  whether  requirements  for  approval  of  advisory  contracts 
by  shareholders  and  un affiliated  directors — the  “few  elementary  safe¬ 
guards”  deemed  adequate  regulatory  controls  over  management 
compensation  in  1940  1 — continue  to  be  adequate  today  in  view  of 
the  present  size  of  the  investment  company  industry  and  its  prospec¬ 
tive  future  growth. 

Mutual  fund  advisory  fees  have  become  the  subject  of  considerable 
controversy  as  a  result  of  the  substantial  growth  of  the  funds  during 
the  last  decade.  Since  1959  the  propriety  of  the  fees  paid  to  18 
advisory  organizations  serving  most  of  the  larger  funds  in  the  industry 
has  been  attacked  in  over  50  lawsuits  brought  by  fund  shareholders 
in  State  and  Federal  courts.  The  complaining  shareholders  contended 
that  the  compensation  of  the  fund  managers  was  excessive  and  violated 
applicable  State  law  as  well  as  the  Investment  Company  Act. 

Most  of  this  litigation  was  terminated  through  settlements  provid¬ 
ing  for  future  reductions  in  advisory  fee  rates.  To  the  extent  that 
the  courts  had  occasion  to  scrutinize  these  fees  in  approving  settle¬ 
ments  or  in  passing  on  the  merits  of  the  plaintiffs’  contentions,  they 
were  able  to  do  so  only  on  the  basis  of  evidence  placed  before  them  in 
particular  cases  and  under  State  law  concepts  which  required  the  com¬ 
plaining  shareholders  to  prove  that  the  advisory  fees  under  attack 
were  so  “shockingly”  excessive  as  to  constitute  a  “waste”  of  fund 
assets.* 2  Hence  the  shareholder  litigation  could  not  answer  the  basic 
question  raised  by  the  Wharton  Report  as  to  the  reasonableness  of 
mutual  fund  advisory  fees. 

This  chapter  considers  that  question.  Section  A  describes  the  man¬ 
agerial  services  that  investment  companies  use.  Sections  B  through 
F  outline  the  arrangements  by  which  they  pay  for  such  services, 
analyze  the  costs  of  such  services  to  both  externally  and  internally 
managed  investment  companies  and  compare  those  costs  with  the 
costs  of  similar  services  to  other  types  of  investment  advisory  clients. 
Section  G  examines  the  extent  to  which  existing  safeguards  provide 
for  reasonable  limits  on  managerial  compensation  and  presents  the 
Commission’s  recommendations  for  changes  in  the  law  to  enhance  its 
efficacy  in  protecting  the  interests  of  investment  company  share¬ 
holders.  Finally,  section  H  deals  with  the  special  problem  of  pro¬ 
tecting  shareholder  interests  in  connection  with  sales  of  management 
organizations. 


■  Senate  Hearings  252.  See  pp.  69-70,  infra. 

2  See  pp.  132—141,  infra. 
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A.  THE  MANAGEMENT  FUNCTION 

1 .  Portfolio  management 

An  examination  of  management  costs  in  the  investment  company 
industry  should  begin  by  considering  the  process  of  portfolio  manage¬ 
ment,  the  central  factor  in  investment  company  operations.  Invest¬ 
ment  company  portfolio  management  involves  a  number  of  common 
elements.  Although  the  emphasis  placed  on  each  element  varies 
widely  from  company  to  company  and  from  complex  to  complex,  in 
most  respects  such  management  is  not  essentially  different  from  the 
management  of  other  large  portfolios  of  securities. 

(a)  Analyses  of  the  economy  and  of  the  securities  markets 

Investment  company  managers  work  within  limitations  imposed 

by  the  companies’  fundamental  policies  and  guidelines  provided  by 
basic  investment  objectives  stated  in  the  prospectus.3  The  managers, 
however,  usually  have  discretion  to  adapt  a  fund’s  portfolio  policy  to 
their  evaluations  of  the  present  state  and  future  prospects  of  the 
economy  in  general  and  of  the  securities  markets  in  particular.  In 
making  such  evaluations  they  rely  on  information  generally  available 
from  business,  financial,  and  governmental  publications.  In  addition, 
some  investment  company  managers  utilize  the  services  of  full-time 
economists,  and  some  have  economists  on  their  boards  of  directors  or 
advisory  boards.4 

The  post-World  War  II  era,  generally,  has  been  characterized  by 
business  prosperity  and  an  upward  trend  in  stock  prices.  The  pre¬ 
dominant  tone  in  the  business  community,  including  its  investment 
company  segment,  has  been  optimistic.  Accordingly,  even  though 
at  times  investment  companies  have  maintained  relatively  large 
cash  reserves,  during  the  period  as  a  whole  most  investment  companies 
have  adhered  to  a  policy  of  investing  in  common  stocks  to  the  extent 
permitted  by  their  basic  objectives.  Analyses  of  particular  industries 
and  of  specific  securities  have  therefore  become  the  most  important 
part  of  the  portfolio  management  function. 

(b)  Analyses  of  particular  industries 

Although  most  funds  seek  to  maintain  broadly  diversified  port¬ 
folios,  their  managers’  appraisal  of  the  relative  prospects  of  different 
segments  of  the  economy  will  exert  considerable  influence  on  invest¬ 
ment  policy.  For  example,  a  fund  may  as  a  matter  of  policy  usually 
have  some  oil,  utility,  and  automotive  stocks  in  its  portfolio.  But  the 
proportionate  share  of  each  of  these  industries  in  the  total  poitfolio 
will  vary  from  time  to  time  in  accordance  with  the  managers’  changing 
assessments  of  the  outlook  for  particular  industries.5  And,  of  course, 
even  the  most  highly  diversified  investment  companies  liquidate 
holdings  in  an  industry  whose  prospects  are  deemed  higlily  unfavor¬ 
able  Though  industry  analysis  plays  a  lesser  role  in  the  manage¬ 
ment  of  so-called  “specialty  funds,”  which  confine  their  investments 


4  ThePAct4defmesUanr: “advisory  board  as  a  board  which  consists  solely  of  persons  who  do  not  serve  the  fund 
in  anJ  n^ageriTorexecuUvTcapacity  and  which  has  advisory  functions  as  to  investments  but  no  power 

^s'sfgni^ant^chMfgeswcur^rom6 time1  to  time  in  the  industry  composition  of  investment  company  port¬ 

folios.  See  Wharton  Report  139-167. 
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to  a  particular  industry  or  a  limited  group  of  industries,6  it  is  of  some 
importance  even  there.7 

(c)  Selecting  specific  securities 

Although  considerable  effort  may  be  directed  to  analyses  of  the 
economy,  the  securities  markets  generally  and  the  prospects  for  various 
industries,  the  problem  of  selecting  those  securities  most  likely  to 
fulfill  the  company’s  investment  objectives  8  is  central  to  the  manage¬ 
ment  process.  While  some  fund  managers  concentrate  their  efforts 
on  selecting  the  one  or  two  companies  in  an  industry  which  they  believe 
have  the  best  potential  prospects,  others  favor  diversification  within 
a  selected  industry,  in  eitner  case,  many  oi  me  managers  ol  me 
larger  funds  maintain  lists  of  several  hundred  stocks  as  to  which  tiny 
collect  information  on  a  more  or  less  continuing  basis.  Responsibility 
for  keeping  this  information  current  and  for  initiating  recommenda¬ 
tions  with  respect  to  purchases  and  sales  is  normally  divided  among  a 
number  of  analysts.  Since  the  number  of  industries  usually  exceeds 
the  number  of  analysts,  a  single  analyst  is  normally  assigned  to  several 
industries.9 

In  evaluating  specific  securities  there  is  a  marked  tendency  to 
pay  particular  attention  to  factors  deemed  indicative  of  the  quality 
of  the  particular  company’s  management.  Many  fund  managers 
place  great  stress  on  impressions  of  portfolio  company  managements 
derived  from  field  visits.10 

One  fund  manager  stated  that  since  the  basic  facts  concerning  a 
company  are  readily  available  in  financial  manuals  and  other  pub¬ 
lished  sources,  the  primary  contribution  which  an  analyst  can  make 
to  tne  investment  decision-making  process  is  a  firsthand  evaluation  of 
company  management.  At  another'large  fund  complex,  each  analyst 
was  expected  to  visit  four  companies  every  other  week.  The  analysts 
at  this  complex  made  500  to  750  field  visits  a  year,  blow  ever, 
some  managers  place  little  stress  on  field  visits.  One  such  manager 
stated  that  it  is  skeptical  about  field  visits  because  it  believes  that 
analysts  seldom  get  an  objective  and  useful  picture  of  the  corporation 
visited,  since  corporate  executives  are  alert  to  “sell”  their  corporations 
to  visiting  analysts. 

Regardless  of  the  varying  stresses  investment  company  managers 
place  on  field  visits,  such  visits  often  are  used  to  supplement  their 
analyses  of  the  information  concerning  particular  industries  and  com¬ 
panies  generally  available  from  the  companies’  financial  and  other 
reports,  from  financial  and  business  manuals,  and  from  other  publica¬ 
tions.  Many  managers — including  the  largest  ones — also  supplement 
their  own  staffs’  analyses  of  particular  industries  and  companies  with 
those  of  analysts  employed  by  brokerage  houses  and  considered  by  the 
managers  to  be  particularly  knowledgeable  in  certain  areas.11  In 

6  See  p.  40,  supra. 

7  For  example,  a  fund  that  limits  itself  to  insurance  and  bank  stocks  may  take  account  of  the  relative 
prospects  of  the  life,  fire,  and  casualty  segments  of  the  insurance  industry,  of  banks  in  different  sections  of 
the  country,  and  of  “wholesale”  banks,  i.e.,  those  which  deal  primarily  with  relatively  small  numbers  of 
su  bstantial  customers  and  with  other  banks  as  against  “retail”  banks  which  provide  a  broad  range  of  financial 
services  to  a  mass  clientele. 

8  Varying  investment  objectives  Influence  the  choice  made.  Thus,  fund  managers  may  choose  different 
stocks  for  an  income-oriented  fund  than  for  a  growth-oriented  fund.  Liberal  yield  would  be  an  important 
criterion  for  the  income  fund  but  a  matter  of  little  or  no  consequence  for  the  growth  fund. 

8  For  example,  the  managers  of  the  largest  fund  complex  assigned  one  of  their  analysts  to  the  following 
industries:  Aircraft  manufacturing,  construction  materials  and  maintenance,  electrical  and  electronics, 
hotel  and  real  estate,  and  motion  picture  and  television. 

10  Wharton  Report  424. 

11  The  supplementary  investment  advisory  services  obtained  from  brokerage  houses  are  paid  for  by 
allocating  to  such  houses  a  portion  of  the  brokerage  commissions  generated  by  the  funds  portfolio  trans¬ 
actions.  See  pp.  163-164,  supra. 
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particular  instances  they  also  use  the  services  of  outside  management 
engineering  and  technical  consultants. 

Although  the  managers  of  most  funds  place  considerable  emphasis 
on  the  evaluation  ol  basic  information  with  respect  to  particular 
issues,  many  supplement  this  with  technical  evaluations  of  market 
behavior.  Emphasis  on  this  factor  tends  to  be  greatest  in  funds 
that  pursue  active  trading  policies  and  attempt  to  predict  shirt  run 
market  activity  in  particular  issues.  In  recent  years,  even  funds 
which  usually  invest  on  a  longer-term  basis  have  placed  somewhat 
greater  emphasis  on  active  trading.12 

Exchange  funds,  on  the  other  hand,  are  required  by  the  tax  con¬ 
siderations  responsible  for  their  existence  to  eschew  a  policy  of  active 
trading.13  Because  portfolio  changes  by  an  exchange  fund  have 
marked  tax  consequences  for  its  shareholders,  its  most  important 
investment  decisions  are  made  when  the  fund  is  organized  and  the 
securities  for  which  it  will  exchange  its  shares  are  selected.14 

The  depth  of  the  markets  in  a  particular  stock  may  also  be  a  signifi¬ 
cant  factor  in  investment  decisions.  A  fund  that  wishes  to  buy  a 
substantial  block  of  securities  sometimes  finds  it  difficult  to  implement 
its  investment  decision  without  upsetting  the  market.16  Sometimes 
funds  have  to  forego  the  purchase  of  a  particular  security  because  they 
are  unable  to  obtain  within  a  reasonable  time  an  adequate  quantity  of 
the  issue  at  an  acceptable  price.  The  depth  of  the  market  in  particular 
issues  may  be  important  even  to  investment  companies  that  .;re  small 
by  the  standards  of  the  investment  company  industry,  since  even 
their  transactions,  especially  in  relatively  inactive  issues,  can  have 
significant  effects  on  the  market. 

2.  Nonadvisory  services 

In  addition  to  portfolio  management,  the  operation  of  an  investment 
company  requires  a  variety  of  other  management  and  administrative 
services.  They  include  the  preparation,  printing  and  distribution  of 
prospectuses,  shareholder  reports,  and  proxy  material,  the  holding  of 
directors’  or  trustees’  and  shareholders’  meetings,  the  issuance,  transfer 
and  cancellation  of  share  certificates,  the  payment  of  dividend  and 
capital  gain  distributions,  and  compliance  with  State  and  Federal 
regulatory  requirements.  Although  these  services  are  not  different 
from  those  generally  required  by  all  publicly  owned  business  enter¬ 
prises,  mutual  funds  make  more  use  of  many  of  them  because  they 
offer  and  redeem  their  shares  on  a  continuous  basis. 

Other  management  and  administrative  services  required  by  an  in¬ 
vestment  company  are  closely  related  to  its  business  ot  investing  in 
securities.  These  include  brokerage  services,  safekeeping  of  the 
company’s  portfolio  securities  and  other  assets,  receipt  and  delivery 
of  securities  bought  and  sold,  receipt  of  dividend  and  interest  income, 
proxy  material  and  other  communications  from  issuers  of  portfolio 


12  See  pp.  304-306,  infra. 

h  Exchange  *unds  have* appealed  to  persons  who  wished  to  exchange  their  highly  appreciated  securities 
for  fund  shares  so  as  to  obtain  the  benefits  of  diversification  without  exposing  themselves  to  capital  gams 
taxes.  Since  the  tax  basis  of  such  funds’  portfolio  securities  is  generally  a  small  fraction  of  their  market 
value  portfolio  changes  require  a  judgment  that  a  switch  from  one  security  to  another  is  so  advantageous 
as  to  justify  paying  the  capital  gains  tax  to  which  a  large  portion  of  the  proceeds  of  the  sale  would  be  subject. 

^  i^The  salp  of  large  blocks  of  securities  through  ordinary  market  channels  may  also  have  this  effect.  How- 
ever,  secondary  and  other  block  distribution  techniques  have  been  used  to  solve  this  problem.  See  pp. 
161-162  and  282,  infra. 
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securities — and  in  the  case  of  mutual  funds  the  computation,  usually 
made  once  or  twice  daily,  of  offering  and  redemption  prices  for  the 
fund’s  shares.  Many  of  these  services  involve  the  use  of  data  process¬ 
ing  and  other  office  equipment  and  clerical  personnel.  Some  of  them 
require  the  services  of  professionals  such  as  lawyers  and  accountants. 

3.  Advisory  organizations 

Like  typical  business  enterprises  elsewhere  in  the  economy,  some 
investment  companies,  especially  closed  end  companies,  are  internally 
managed  by  officers  and  staffs  employed  directly  by  the  companies. 
As  noted  in  chapter  II,  however,  the  management  function  of  most 
mutual  funds  is  contracted  out  to  an  external  investment  advisory 
organization,  the  principals  of  which  are  the  persons  who  organized 
and  promoted  the  fund  from  its  inception  or  the  successors  of  such 
persons.16  In  such  instances,  the  analysts  and  other  professional  per¬ 
sonnel  on  whose  expertise  the  fund  relies  are  employees  of  the  adviser, 
not  of  the  fund.  The  top  decision-makers  to  wliom  these  persons 
report  are  typically  the  full-time  officials  of  the  adviser.  They  may 
be  also  officers  of  the  fund,  but  even  in  that  event  they  receive  all  or 
most  of  their  remuneration  from  the  adviser. 

Although  mutual  fund  advisoiy  organizations  often  manage  large 
pools  of  capital,  even  the  larger  ones  generally  employ  relatively  few 
people  17  and  require  relatively  little  capital  of  their  own.18  Table 
III— 1  shows  that  the  advisory  organizations  to  the  10  largest  invest¬ 
ment  company  complexes,  which  had  more  than  half  of  all  mutual 
fund  assets,  employed  a  total  staff  of  1,784  full-time  and  148  part-time 
personnel  in  1965.  Moreover,  over  half  of  those  people  were  in  the 
employ  of  a  single  adviser,  Investors  Diversified  Services,  Inc.  (IDS), 
which  had  1,007  full-  and  part-time  employees  not  including  sales 
personnel.  The  funds  managed  by  IDS  had  about  $5.2  billion  in 
assets  on  June  30,  1966,  and  form  by  far  the  largest  of  all  mutual 
fund  complexes.  However,  even  considering  the  size  of  the  IDS 
complex,  the  size  of  IDS’s  staff  is  not  typical  of  mutual  fund  manage¬ 
ment  organizations.  It  largely  reflects  the  fact  that,  unlike  the 
other  advisers  to  the  10  largest  complexes,  IDS  and  its  wholly  owned 
subsidiaries  are  engaged  in  a  number  of  businesses  unrelated  to  its 
mutual  fund  activities  which  require  extensive  staffs.  Most  IDS 
employees  spend  most  of  their  time  in  these  other  activities.19 

18  See  p.  46  infra.  Of  the  10  largest  investment  company  complexes  only  2— the  MIT-MIGS  complex 
and  the  so-called  Broad  Street  ooniDlex— are  internally  managed.  See  pp.  102-108,  infra. 

17  The  Wharton  Report  found  that  of  82  investment  advisers,  largely  or  primarily  engaged  in  advising 
mutual  funds  at  the  end  of  1960,  54  had  fewer  than  10  employees  and  only  4  had  100  or  more  employees. 
In  no  instance  did  the  number  of  employees  exceed  600.  Wharton  Report  444. 

■8  The  Wharton  Report  found  that  51  of  the  advisers  referred  to  in  the  preceding  footnote  had  a  net  worth 
of  less  than  $100,000,  and  that  only  11  of  them  had  a  net  worth  of  $500,000  or  more.  Wharton  Report  447. 

When  a  mutual  fund  adviser’s  net  worth  is  substantial— as  it  now  is  in  some  instances— such  net  worth  is 
often  attributable  to  retained  earnings  derived  from  a  profitable  advisory  relationship  and/or  the  needs 
of  the  adviser’s  nonfund  activities  such  as  the  operation  of  a  life  insurance  company. 

>9  Like  some  of  the  other  advisory  organizations,  IDS  has  a  life  insurance  company  subsidiary,  but  it 
also  is  engaged  in  railway  equipment  financing,  an  extensive  real  estate  mortgage  business  and'the  face- 
amount  certificate  business.  Since  1941  this  latter  phase  of  IDS’s  activities  has  been  carried  on  by  its  wholly 
owned  subsidiary,  Investors  Syndicate  of  America,  Inc.  (June  30,  1966,  assets  approximately  $824  million). 
However,  a  number  of  pre-1941  certificates  issued  by  IDS  itself  are  still  outstanding.  IDS  is  registered  under 
the  Act  as  a  face-amount  certificate  company.  See  pp.  37-38,  supra. 
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Table  III  1.  Personnel  °  employed  by  the  investment  advisory  organizations  of 
the  10  largest  investment  company  complexes  as  of  Dec.  81,  1965 


Investment  adviser 

Num¬ 
ber  of 
funds 
man¬ 
aged  *> 

Aggregate 
net  assets 
man¬ 
aged  b 

Executive, 
statistical, 
economic, 
and  research 

Personnel 

Other 

Total 

Full 

time 

Part 

time 

Full 

time 

Part 

time 

Full 

time 

Part 

time 

1. Investors  Diversified  Services, 

Millions 

Inc.  i _ 

c  4 

°$5, 172.  5 

148 

0 

842 

17 

990 

17 

2.  Internal  Management  (MIT- 

MIGS) _ 

2 

3,  019.  9 

46 

0 

11 

2 

57 

2 

3.  Fidelity  Management  and  Re- 

sfearch  Co_._  __  _ _ 

12 

2,  678. 3 

58 

0 

77 

7 

135 

7 

4.  Waddell  &  Reed,  Inc.* _ 

4 

2,  228. 3 

23 

0 

130 

0 

153 

0 

5.  Wellington  Management  Co.11.. 

3 

2,  050.  4 

30 

0 

46 

0 

76 

0 

6.  Investors  Management  Co., 

Inc _  __  _ 

4 

1,581. 1 

22 

0 

14 

78 

36 

78 

7.  Internal  Management  (Union 

Service  Corp.)  /___  _ 

4 

1,  439.  9 

36 

11 

40 

29 

76 

40 

8.  Lord  Abbett  &  Co.d _ 

2 

1,  282. 3 

19 

0 

69 

0 

88 

0 

9.  Keystone  Custodian  Funds, 

Inc.* _ 

13 

1,  194.  4 

49 

0 

46 

0 

95 

0 

10.  The  Putnam  Management  Co., 

Inc _  .  _ 

4 

1, 193. 3 

11 

0 

67 

4 

78 

4 

Total _ _ 

52 

21,  840.  4 

442 

11 

1,342 

137 

1,  784 

148 

®  Excluding  officers,  directors,  partners,  and  proprietor's. 

»  As  of  June  30.  1966. 

c  Does  not  include  the  adviser  itself  or  its  wholly  owned  face-amount  certificate  company,  Investors 
Syndicate  of  America. 

<*  Personnel  as  of  Nov.  30,  1965. 

•  Does  not  include  United  Funds-Canada  International,  Ltd.,  which  is  managed  by  a  separate  staff 
employed  by  North  American  International,  Ltd.,  a  subsidiary  of  Waddell  &  Reed,  Inc. 

/  Includes  Tri-Continental  Corp.,  a  closed-end  company,  whose  gross  assets  are  included. 

*  Personnel  as  of  Oct.  31,  1965. 


Apart  from  IDS,  the  advisory  organizations  to  the  nine  other 
complexes  managed  assets  of  approximately  $16.3  billion  with  a  total 
force  of  925  full-  and  part-time  employees  or  an  average  of  one  em¬ 
ployee  for  each  $18  million  of  assets  managed.  Of  these  organiza¬ 
tions,  Waddell  and  Reed,  Inc.  with  153  employees  had  the  largest 
staff.  The  employees  of  the  other  eight  advisory  organizations 
ranged  in  number  from  59  for  the  joint  internal  management  staff 
of  Massachusetts  Investors  Trust  and  Massachusetts  Investors 
Growth  Stock  Fund,  Inc.  to  142  for  Fidelity  Management  and 
Research  Co. 

Most  employees  of  the  ten  largest  advisory  organizations  were  not 
classified  as  executive,  statistical,  economic,  or  research  personnel. 
For  example,  148  of  IDS’s  1,007  employees  were  so  classified.  The 
other  nine  organizations  managed  assets  ranging  from  $1.2  billion  to 
$3.0  billion  with  executive,  statistical,  economic,  and  research  staffs 
ranging  from  11  to  58  persons. 

B.  CONTRACTUAL  ARRANGEMENTS 

1.  Advisory  contracts 

The  Act  prohibits  any  person  from  serving  as  an  investment  adviser 
to  a  registered  investment  company  except  pursuant  to  a  written 


IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 


89 


contract.20  It  also  requires  that  the  contract  “precisely  describe  the 
compensation  to  be  paid  thereunder.”  21  The  Act  does  not,  however, 
specify  or  set  express  limitations  on  the  type  of  fee  arrangements 
that  may  be  contained  in  advisory  contracts.22 

Despite  the  wide  latitude  given  by  the  Act,  the  overwhelming 
majority  of  advisory  contracts  in  the  mutual  fund  industry  provide 
for  the  payment  of  advisory  fees  solely  on  the  basis  of  the  market 
value  of  the  funds’  average  net  assets.23  The  traditional  formula 
has  been  a  flat  annnal  rate  of  0.50  percent  of  the  fund’s  average  net 
assets.24  Since  the  publication  of  the  Wharton  Report  in  1962,  there 
has  been  a  tendency,  especially  among  the  larger  funds,  to  substitute 
scaled-down  fee  schedules  for  the  traditional  flat  rate.  Most  such 
schedules  still  apply  the  standard  0.50  percent  rate  up  to  a  breakpoint, 
which  varies  from  $100  million  to  $500  million  of  net  assets,  and  apply 
somewhat  lower  rates  to  any  portion  of  the  fund’s  assets  in  excess  of 
that  figure.25 

The  practice  of  calculating  the  advisory  fee  on  a  fixed  percentage 
of  the  assets  managed,  whether  or  not  the  fee  rate  is  scaled-down  at 
higher  asset  levels,  serves  as  a  direct  incentive  for  the  investment 
adviser  to  devote  its  efforts  to  promoting  the  sale  of  the  fund’s  shares. 
Since  the  advisory  fee  is  based  on  the  current  market  value  of  the 
fund’s  assets  rather  than  on  their  cost,  it  also  provides  an  incentive  for 
increasing  the  value  of  the  fund’s  portfolio  through  effective  perform¬ 
ance  of  the  advisory  function. 

A  few  funds  pay  advisory  fees  on  a  basis  related  to  or  influenced  by 
factors  other  than  the  market  value  of  the  funds’  assets.  For  exam¬ 
ple,  Insurance  Securities  Trust  Fund,  the  ninth  largest  fund  with  net 
assets  of  $1.1  billion  on  June  30,  1966,  pays  its  adviser,  Insurance 
Securities,  Inc.,  a  combined  investment  management,  administrative, 
and  trusteeship  fee  (“MAT  fee”)  of  0.50  percent  of  the  aggregate 
amount  that  the  shareholders  have  paid  or  agreed  to  pay  into  the 
fund.26  Thus,  the  fee  is  determined  almost  entirely  by  the  success  of 

2°  Sec.  15(a). 

21  Sec.  15(a)(1).  If  an  advisory  contract  continues  in  effect  for  a  period  of  more  than  2  years  from  the  date 
of  its  execution,  such  continuance  must  be  approved  at  least  annually  by  the  shareholders  or  by  the  direc¬ 
tors,  including  a  majority  of  those  who  are  not  parties  to  the  contract  or  affiliated  persons  of  any  party 
Secs.  15(a)(2)  and  15(c).  Advisory  contracts  must  also  provide  that  they  may  be  terminated  at  any  time, 
without  the  payment  of  any  penalty,  by  the  company  on  60  days’  written  notice  to  the  adviser  (sec.  15(a) (3)) , 
and  that  an  assignment  of  the  contract  by  the  adviser  results  in  its  automatic  termination  (sec.  15(a)(4)). 

22  The  Advisers  Act  prohibits  contracts  between  advisers  registered  under  that  statute  and  their  clients 
that  provide  for  compensation  “on  the  basis  of  a  share  of  capital  gains  or  capital  appreciation  of  the  funds  or 
any  portion  of  the  funds  of  the  client.”  Advisers  Act,  sec.  205(1).  However,  investment  advisers  whose 
only  clients  are  investment  companies  or  who  have  less  than  15  clients  and  do  not  hold  themselves  out  to 
the  public  generally  as  investment  advisers  are  presently  exempt  from  registration  under  the  Advisers  4.ct 
by  reason  of  secs.  203(b)(2)  and  203(b)(3)  of  that  statute. 

23  The  Wharton  Report  found  that  in  I960  all  but  5  of  the  163  advisers  surveyed  were  compensated  on  this 
basis.  Wharton  Report  479-480.  The  163  advisers  managed  232  funds  with  total  assets  of  $15.6  billion  as  of 
year-end  1960.  Wharton  Report  27.  During  1965.  55  of  the  57  externally  managed  funds  with  net  assets  in 
excess  o  f  $100  million  as  of  J une  30, 1 965,  paid  advisory  fees  on  this  basis.  The  contracts  usually  provide  that 
the  fee  is  to  be  calculated  on  the  average  daily  value  of  the  fund’s  net  assets.  In  some  cases,  however, 
month-end  or  quarter-end  market  values  are  averaged  for  purposes  of  computing  the  fee.  In  a  few  instances 
the  fee  is  based  on  gross  rather  than  net  assets. 

24  See  Wharton  Report  28-29.  482-485. 

25  See  pp.  97-102,  infra. 

29  Insurance  Securities  Trust  Fund  is  a  trust  which  issues  a  type  of  security  called  a  “participating  agree¬ 
ment.”  These  participating  agreements  are  sold  to  investors  on  either  a  lump-sum  basis  (the  “single  pay¬ 
ment  plan”)  or  a  periodic  payment  basis  (the  “accumulative  plan”).  Both  plans  mature  in  10  years.  The 
MAT  fee  paid  by  investors  in  the  fund  covers  all  operating  expenses  of  the  fund.  It  is  equal  to  5  percent  of 
the  aggregate  payments  to  be  made  under  a  particular  agreement.  The  MAT  fee  isdeducted  from  income, 
or  if  no  income  is  available  from  corpus,  at  the  rate  of  0.50  percent  per  annum.  Since  the  accumulative 
plan  is  sold  extensively,  it  is  significant  that  the  base  on  which  the  MAT  fee  is  calculated  includes  amounts 
“agreed  to  be  invested”  in  addition  to  amounts  actually  invested.  The  fee,  however,  may  not  exceed  one- 
twelfth  of  1  percent  per  month  of  net  payments  invested  in  the  fund.  This  fee  limitation  stays  in  effect 
until  55  percent  of  the  agreed  payments  on  an  accumulative  plan  have  been  made. 
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the  fund’s  selling  efforts.27  Neither  capital  gains,  capital  losses, 
income,  nor  any  other  factor  that  might  be  considered  a  measure  of 
investment  performance  enters  into  the  determination  of  the  fee.28 

Some  funds  have  advisory  contracts  which  specifically  relate  the 
advisory  fee  to  the  fund’s  investment  performance.  In  most  of  these 
instances,  the  adviser’s  fee  is  based  on  a  percentage  of  both  investment 
income  and  net  capital  gains.29  In  a  few  instances  it  is  based  entirely 
on  investment  income.30  Performance-based  fee  arrangements,  like 
those  based  on  a  percentage  of  assets,  provide  strong  incentives  for 
increasing  fund  size  through  sales  of  shares.  The  larger  the  size 
of  the  assets  managed,  the  greater  the  potential  for  increasing  the 
dollar  amount  of  the  fund’s  income  and  capital  gains  and  hence  the 
amount  of  the  advisory  fee. 


2.  Services  paid  for  by  the  advisory  fee 

Since  most  mutual  funds  have  no  staffs  of  their  own,  the  non¬ 
advisory  services  they  require  are  performed  in  varying  degrees  by 
their  investment  advisers  and  principal  underwriters,  corporate  trust 
departments  of  banks,  and  broker-dealers.  Most  funds  receive  some 
of  these  services  from  their  investment  advisers  in  return  for  the  ad¬ 
visory  fee.  The  Wharton  Report  noted,  however,  that  the  extent 
of  nonadvisory  services  provided  by  investment  advisers  and  paid  for 
by  the  basic  advisory  fee  varied  widely  in  I960.31 

That  variation  still  exists.  In  some  cases,  advisory  fees  cover  all 
normal  operating  expenses  of  the  funds,  except  taxes  and  expenses 
for  services  provided  by  their  principal  underwriters.32  In  others, 
the  advisory  fee  pays  only  for  investment  management;  the  fund  pays 
an  additional  fee  to  its  investment  adviser,  principal  underwriter  or 
to  another  organization  designated  as  its  “trustee”  or  “business  man¬ 
ager”  for  nonadvisory  services  or  obtains  them  directly  from  banks, 
broker-dealers,  attorneys,  accountants,  and  printers. 

Table  III— 2  shows  the  extent  to  which  various  nonadvisory  services 
and  expenses  were  performed  or  absorbed  in  1964  by  the  investment 
advisers  to  100  funds  in  return  for  the  advisory  fee.  Advisers  to 
89  of  the  100  funds  paid  the  salaries  and  other  compensation  of  the 
funds’  executive  officers.  As  officers  of  the  funds,  these  persons 
perform  or  supervise  the  performance  of  various  nonadvisory  man¬ 
agement  and  administrative  services.  In  most  instances  these  same 
persons  perform  similar  functions  for  other  funds  under  the  advisei  s 
management.  Moreover,  they  are  officers  or  employees  of  the  adviser- 


27  Qinpp  both  Dlans  for  the  purchase  of  the  fund’s  shares  mature  and  terminate  in  10  years,  themvestor  who 
wuhm  tS  maintain  his investment  in  the  fund  for  more  than  10  years  must  enter  into  a  new  participating 
™ ™ f  Mnt  nnlv  K  a  full  sales  load  charged  on  the  full  amount  of  the  reinvestment,  but  the  MAT 
fe^al^ls  calculated  on  this  bLis  Thus,  any  appreciation  in  the  original  investment  will  be  reflected  in 

both  the  amount  of  the  sales  load  and  the^M  AT^ee  upon  rein  vesti  t.  lower  fees  and  in  declin- 

E&75S& MSSFE? ’WKlThlw.uld  ».E.he «.« « <h„ »  — ea 

$75  million)  provides  for  an  annual  ] fee  consisti  g  .  (  , '  P,  if  an  v;  plus  (2)  10  percent  of  its  dividend 

realized  capital  gains,  if  any,  exceed  Its  netunrealized  cap  tauoss  es,^  py  P  ^  (June  30,  1966,  net  assets 

and  interest  income  during  the  year.  ™e  advis  y  ormanCe-based  fee  arrangement.  That  contract 
approximately  $34  million)  percentages,  which  may 

amounUoM  *>*wcen  the  fund’s  performance 

during  the  year  and  that  9[t^®R®^'JotnesIPn1^toJ^y  5  mTnv<“tment  companies  were  paying  advisory 

30  Such  instances  are  quite  In  196,5  only  one  of  the  57  externally  managed  funds  m 

S$WiW  income  confuted  its  advisory  fee  on  this  basis. 

31  Wharton  Report  476-479.  advisorv  fees.  They  are  not  regarded  as  operating 

exjwnses  bufas^apRale'xpendftures  whicl?are  reflected  in  the  measurement  of  gains  and  losses  on  portfolio 
securities. 
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underwriter  and  also  may  devote  a  substantial  portion  of  their  time 
to  investment  advisory  and  sales  activities  on  behalf  of  the  adviser- 
underwriter.  Allocations  of  the  compensation  that  such  persons 
receive  from  the  adviser-underwriter  between  the  various  activities 
they  perform  for  the  adviser-underwriter  and  for  the  funds  are  not 
generally  available. 

Advisers  to  87  of  the  100  funds  covered  by  table  III— 2  paid  occu¬ 
pancy  and  office  rental  expenses  for  the  funds,  and  85  funds  also 
received  clerical  and  bookkeeping  services  from  their  adviser.  In 
addition,  66  of  the  funds  received  accounting  services  from  their 
advisers,  while  in  62  cases  advisers  paid  for  stationery,  supplies,  and 
printing.33 

Table  III— 2. — Nonadvisory  expenses  covered  by  the  advisory  fees  of  100  mutual 

funds  a 


Expense  <> 

h 

Expense 

fully 

covered 

lumber  of  func 

Expense 

partially 

covered 

Is 

Expense 

not 

covered 

1.  Salaries  and  compensation  of  officers _ _ 

88 

1 

11 

2.  Occupancy  and  office  rental _  _.  _  . 

85 

2 

13 

3.  Clerical  and  bookkeeping _ _ ... _ _ 

81 

4 

15 

4.  Determination  of  offering  and  redemption  prices . . 

71 

1 

28 

5.  Accounting  services _  ...  _  _ 

65 

1 

34 

6.  Stationery,  supplies,  and  printings  __ _ _  _ 

54 

8 

38 

7.  Registration  and  filing  fees _ _ 

40 

4 

56 

8.  Salaries  and  compensation  of  directors  « _ 

32 

0 

68 

9.  Legal  fees _  .. _ _ __  _  _ 

25 

4 

71 

10.  Reports  to  shareholders. .  _  .  .  _ 

25 

2 

73 

11.  Auditing  services.. _  ...  _ _ _ 

16 

2 

82 

12.  Stock  transfer  and  dividend  disbursing  fee  ..  _ 

10 

2 

88 

13.  Custodian  fee  ...  .  .  _  ... _ _  .  . 

4 

2 

94 

“  Selected,  after  eliminating  funds  with  the  same  adviser,  from  externally  managed  mutual  funds  that 
filed  annual  reports  with  the  Commission  prior  to  Jan.  1,  1966,  on  form  N-1R  adopted  on  Jan.  25,  1965. 
See  Investment  Company  Act  Release  No.  4151  (Jan.  25,  19651. 

<■  Excludes  expenses  which  were  not  covered  by  the  basic  advisory  fee. 

•  Includes  only  directors  who  are  unaffiliated  with  the  adviser  or  principal  underwriter. 


The  advisers  to  a  large  majority  of  the  funds — 72  out  of  100 — 
furnished  them  with  services  required  in  connection  with  the  determi¬ 
nation  of  the  offering  and  redemption  prices  of  the  funds’  shares. 
These  services  mainly  involve  calculations  of  the  fund’s  per  share  net 
asset  value  based  on  current  market  prices  of  its  portfolio  securities 
and  the  number  of  fund  shares  outstanding.  Usually  the  information 
as  to  current  market  prices  is  obtained  by  the  adviser  from  a  broker- 
dealer  and  paid  for  with  brokerage  commissions  generated  by  the 
fund’s  portfolio  transactions. 

Almost  all  mutual  funds  use  banks  as  custodians,  and  banks  fre¬ 
quently  serve  also  as  the  funds’  stock  transfer  and  dividend  disbursing 
agents.  Fees  for  stock  transfer,  dividend  disbursing,  and  custodial 
services  are  by  far  the  most  substantial  nonadvisory  expenses  incurred 
in  the  operation  of  a  mutual  fund.34  Advisers  seldom  assume  these 

33  Table  III— 2  indicates  that  a  majority  of  the  advisers  furnish  the  funds  with  clerical,  bookkeeping,  and 
accounting  services  and  stationery,  supplies,  and  printing.  However,  these  items  do  not  include  the  ex¬ 
tensive  clerical,  bookkeeping  and  accounting  services  and  the  substantial  expenses  for  stationery,  supplies 
and  printing  incident  to  the  furnishing  of  reports  to  shareholders  and  to  stock  transfer,  dividend  disbursing, 
and  custodial  services. 

34  For  example,  among  the  20  largest  externally  managed  funds,  the  amounts  spent  for  these  services 
in  1964  by  those  funds  that  paid  for  them  separately  from  the  advisory  fee  ranged  from  $101,936  in  the  case 
of  Chemical  Fund,  Inc.,  to  $828,154  in  the  case  of  Wellington  Fund,  Inc. 
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expenses.  Only  12  of  the  100  funds  covered  in  table  III— 2  received 
stock  transfer  and  dividend  disbursing  services  from  their  advisers 
in  return  for  the  basic  management  fee.  In  only  six  instances  did  the 
fee  pay  for  custodial  services. 

The  advisory  fees  paid  by  a  majority  of  funds  covered  in  table  III— 2 
also  did  not  encompass  securities  registration  and  filing  fees,35  salaries 
and  compensation  of  directors,  legal  and  auditing  services,  and  the 
costs  of  reports  to  shareholders.36 

The  advisory  fees  of  a  few  of  the  larger  funds  pay  for  all  their 
normal  operating  expenses,  except  taxes  and  those  expenses  assumed 
by  the  adviser-underwriter  pursuant  to  its  underwriting  agreement 
with  the  funds.37  These  funds  include  the  three  largest  of  the  five 
managed  by  Investors  Diversified  Services,  Inc.  and  the  four  funds 
comprising  United  Funds,  Inc.,  managed  by  Waddell  &  Reed,  Inc. 
The  MAT  fee  paid  by  Insurance  Securities  Trust  Fund  to  its  adviser, 
Insurance  Securities,  Inc.,  also  covers  all  normal  operating  expenses 
of  the  fund.  The  adviser’s  assumption  of  all  normal  operating  ex¬ 
penses  in  the  case  of  the  IDS  funds  and  in  that  of  the  United  Funds 
reflects  changes  made  in  those  funds’  advisory  contracts  since  1962. 


3.  Administrative  fees 

In  addition  to  the  advisory  fee,  some  mutual  funds  pay  an  admin¬ 
istrative  fee  based  on  a  percentage  of  average  net  assets  to  their 
investment  adviser,  principal  underwriter,  or  trustee  for  all  or  part  of 
the  nonadvisory  management  and  administrative  services  required 
by  them.  In  these  instances,  the  advisory  fee  pays  only  for  services 
incident  to  the  investment  advisory  function,  while  the  administrative 
fee  covers  the  nonadvisory  services  performed  or  paid  for  by  the 
adviser,  principal  underwriter,  or  trustee. 

An  example  of  this  type  of  arrangement  is  the  fees  paid  by  the 
nine  Keystone  Custodian  Funds,  which  are  organized  as  trusts. 
Keystone  Custodian  Funds,  Inc.,  is  named  as  trustee  of  the  funds 
under  the  trust  agreements.  It  furnishes  investment  management 
services  to  the  funds  and  provides  them  with  or  assumes  the  expenses 
of  all  the  nonadvisory  services  required  by  them.38  For  its  investment 
management  services,  the  trustee  charges  an  annual  fee  of  0.50 
percent  on  the  first  $150  million  of  the  combined  asset  value  of  the 
nine  funds  and  scaled-down  fee  rates  on  the  balance.  For  the  non- 
advisory  services  and  expenses,  the  trustee  charges  a  “recurring  fee” 
at  the  annual  rate  of  0.25  percent  on  the  first  $500  million  of  the 
combined  asset  value  of  the  funds  and  at  scaled-down  rates  on  the 
excess39  On  June  30,  1966,  the  Keystone  Custodian  Funds,  which 


35  In  some  cases  registration  and  filing  fees  are  assumed  by  principal  underwrite  s. 

»  The  amounts  spent  by  those  of  the  20  largest  externally  managed  funds  that  paid  remuneration  to  their 
mil*  HireetoVs  spnaratelv  from  the  advisory  fee  ranged  in  1964  from  $2,500  for  The  Dreyfus  Fund,  Inc. 
""IS1 “son tr  CheKl  Fund  Inc  Nor  do  legal  and  auditing  fees  represent  substantial  expenses.  The 
freest  amount  S  to  1964  by  those  of  the  20  funds  that  bore  such  fees  directly  was  $77,853  m  the  case  of 
largest  amouni  pain  m  w  uy  expenses  borne  by  the  20  funds  in  connection  with  printing  of  share- 

$35,871  (on  Chemical  Fund.  Inc.  to  $,69,752  (including 

^a^Somefof  thea;  funds  are  nicluded  toUt™e  sw'nple  of:  106  funds  covered  by  table  III-2. 
a?  borne  oi  tnese  umus  alc  tmsfpp”  from  its  definition  of  an  investment  adviser.  Sec. 

A<*  sPec^cally  exclt  )  f  ’  u  *  r  \  Keystone  Custodian  Funds,  Inc  with  respec  t  to  the  9  funds 

2a(n19>f.„  trustefnclude  those  of  an  investment  adviser,  it  is  considered  as  such  for  purposes  of  this  report 
organized  as  trusts  mciu ue  uiose  ui .  as  investment  adviser,  and  is  considered  as  such  within  the 

Keystone  Custodian  Funds,  ^®-^e^^e®Sn“ionITF'uiid,  Inc.,  Investors  Capital  Exchange  Fund,  Inc., 

wion^o^^s^^dfar^ofK^ton  ”cu^^anaFund^Tnc!,0isSprlndp^und^erwriter1to^iiythe  Keystone 
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then  numbered  ten,40  had  combined  assets  of  $1.1  billion.  The  invest¬ 
ment  management  fee  rate  charged  9  of  the  10  funds  during  their 
fiscal  years  ended  July  1,  1965,  to  June  30,  1966,  amounted  to  ap¬ 
proximately  0.37  percent  of  average  net  assets.  The  recurring  fee 
amounted  to  about  0.21  percent  of  average  net  assets  and  the  ratio 
ol  operating  expenses  to  average  net  assets  (“expense  ratio”)  amounted 
to  about  0.58  percent.41 

Similar  fee  arrangements  are  provided  for  in  the  trust  agreement 
governing  the  organization  and  operation  of  the  seven  funds  which 
comprise  the  National  Securities  Series.  The  seven  funds  are  registered 
under  the  Act  as  a  single  investment  company  issuing  seven  different 
series  of  stock,  each  representing  an  interest  in  a  separate  portfolio 
of  securities.  The  investment  company  is  a  trust  of  which  Empire 
irust  Co.  a  large  New  York  City  bank,  is  the  trustee.  Empire’s 
duties  under  the  trust  agreement  include  services  as  custodian,  and 
stock  transfer  and  dividend  disbursing  agent  for  the  seven  funds. 
National  Securities  Research  Corp.,  a  separate  company,  which  is  not 
otherwise  affiliated  with  the  trustee,  is  designated  in  the  trust  agree¬ 
ment  as  sponsor,  investment  adviser  and  principal  underwriter  for  the 
seven  funds.  For  its  services  as  investment  adviser,  National  Securities 
Research  Corp.  receives  an  annual  fee  of  0.50  percent  of  the  funds’ 
average  net  assets.  For  its  services  as  trustee,  custodian,  and  stock' 
transfer  and  dividend  disbursing  agent,  Empire  Trust  Co.  receives  a 
separate  fee,  which  is  set  at  0.25  percent  of  the  first  $60  million  of  the 

funds  combined  yearly  net  assets  and  at  scaled-down  rates  for  hio-her 
asset  levels.  & 


Unlike  the  recurring  fees  paid  by  the  Keystone  Custodian  Funds, 
the  trustee  s  fees  do  not  coverall  the  operating  expenses  of  the  National 
Securities  Series  funds.  During  their  fiscal  years  ended  April  30  1966 
the  additional  expenses  incurred  by  the  funds  included  costs  of 
printing,  postage,  and  auditing  fees.  As  of  June  30,  1966,  the  seven 
funds  had  combined  net  assets  of  $683.2  million.  Expense  ratios 
for  fiscal  1966  ranged  from  0.69  to  0.74  percent  of  each  fund’s  average 
net  assets  Advisory  fees  represented  0.50  percent,  trustee’s  fees 
represented  0.12  percent,  and  the  balance  represented  other  expenses 
mcurred  separately  by  the  individual  funds.42 

Axe  Houghton  Fund  B,  Inc.  is  an  example  of  a  fund  which  pavs 
an  administrative  fee  to  its  principal  underwriter.  E  W  Axe  &  Co 
Inc.  acts  as  investment  adviser  to  the  fund  and  receives  an  annual 
lee  of  0.50  percent  on  the  first  $100  million  of  average  daily  net  assets 
and  a  scaled-down  fee  rate  on  the  balance.  In  addition,  the  fund 
pays  the  principal  underwriter,  Axe  Securities  Corp.,  which  is  closely 
affiliated  with  the  investment  adviser,  a  “continuing  fee”  at  the 
annual  rate  of  0.20  percent  on  the  first  $50  million  of  averasr-  dady  net 
assets  and  at  scaled-down  rates  on  the  balance.  The  principal  under¬ 
writer  acts  as  the  distributor  of  the  fund’s  shares  and  provides  the 
fund  with  certain  administrative  services.43  The  fund,  however, 


9n  Aug.  1, 1966,  Keystone  Custodian  Fund  Series  B-3  was  merged  into  the  Series  B-4  fund 
Since  not  all  of  the  10  funds  have  the  same  fiscal  year,  there  is  some  difference  i;:  the  mnual  rates 
ar?  calculated  daily  and  allocated  to  eachfund  at  the  same  rate. 

_ „ with  the  seU!e'ri?nt  of  stockholder  suits  against  the  investment  adviser  and  trustee  a 
new  fee  schedule  has  been  approved  for  the  seven  funds.  As  recently  approved  by  shareholders  the  adviso’rv 
fee  is  now  computed  according  to  scaled-down  rates  based  on  the  combined  net  asset  vafue  of  the  seven  fS 
The  trustee’s  fee  also  has  been  reduced.  See  table  III-ll  at  p.  154  infra.  tunas. 

iTUU  Pr,?spectus  states  that  the  principal  underwriter  pays  “all  costs  connected  with 
prices  of  the  Fund  s  shares  in  newspapers,  printing  and  distributing  statistical  inform«itmn 
other  special  material  and  maintaining  the  qualification  of  the  shares  for  sales  under  applicable  Federal 
laws  and  regulations  and  under  state  blue  sky  laws.”  appucaDie  reaerai 
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bears  a  variety  of  other  expenses,  including  salaries,  custodial  fees, 
stock  transfer  and  dividend  disbursing  fees,  legal  and  auditing  fees, 
and  taxes.  As  of  June  30r  1966,  the  fund  had  net  assets  of  $258.9 
million.  Its  expense  ratio  for  its  fiscal  year  1965  was  0.71  percent. 
Its  continuing  fee  amounted  to  0.13  percent  of  average  net  assets, 
while  the  combined  fees  paid  to  its  adviser-underwriter  amounted  to 
0.56  percent  of  average  net  assets  during  that  year. 

Washington  Mutual  Investors  Fund,  Inc.  (June  30,  1966,  approxi¬ 
mate  net  assets  $181.6  million)  illustrates  another  type  of  administra¬ 
tive  fee  arrangement.  Capital  Research  &  Management  Co.,  its 
investment  adviser,  provides  the  fund  with  investment  management 
services  and  maintains  its  accounting  records.44  A  corporation  wholly 
owned  by  the  partners  of  Johnston,  Lemon  &  Co.,  a  Washington, 
D.C.,  brokerage  firm,  serves  as  the  fund’s  “business  manager.” 
Partners  of  the  brokerage  firm  are  fund  directors,  and  the  business 
manager  furnishes  the  fund  with  executive  personnel,  office  space, 
stenographic  facilities  and  related  services.  For  these  services  the 
fund  pays  its  investment  adviser  and  its  business  manager  an  aggre¬ 
gate  annual  fee  of  0.50  percent  on  the  first  $125  million  of  net  assets 
and  0.45  percent  on  the  balance.  Each  receives  one-half  of  the 
aggregate  fee.45  In  addition  to  this  fee,  the  fund  bears  other  expenses, 
including  stock  transfer,  custodial,  legal  and  auditing  fees  and  the  cost 
of  shareholder  reports.  In  its  fiscal  year  ending  April  30,  1966,  its 
expense  ratio  was  0.68  percent. 

C.  THE  COST  OF  MANAGEMENT 


1 .  The  economies  oj  size 

The  cost  of  providing  investment  advice  to  mutual  funds  depends 
on  a  variety  of  factors,  including  the  techniques  utilized  in  the  advisory 
process  and  the  extent  to  which  the  adviser  relies  upon  outside  sources 
rather  than  its  own  staff  for  the  collection  and  analysis  of  the  informa¬ 
tion  necessary  for  its  investment  decisions.  It  is  generally  recognized, 
however,  that  increases  in  the  assets  of  a  fund  do  not  lead  to  a  com¬ 
mensurate  increase  in  the  cost  of  furnishing  it  with  investment  advice 
and  other  managerial  services.  As  Mr.  Merrill  Griswold,  then  chair¬ 
man  of  the  board  of  trustees  of  the  internally  managed  Mil ,  testified 
in  the  Senate  hearings  leading  to  passage  of  the  Act: 

It  is  now  almost  axiomatic  in  the  trust  business  that  oper¬ 
ating  costs  decline  proportionately  as  the  size  of  a  trust 
increases. 


* 

*  *  * 


*  [Wjhether  a  company  is  a  $l-million  company,  a 
$10-million  company,  or  a  $100-million  company,  it  has  to 
maintain  an  office,  pay  rent,  pay  for  long-distance  telephone 
calls,  retain  experts,  clerks,  stenographers,  all  the  numerous 
expenses  that  go  with  it;  and  those  expenses  do  not  go  up  pro¬ 
portionately.  We  maintain  what  we  consider  to  be  a  very 
lood  research  department.  We  have  a  number  of  men  who 
receive  good  salaries,  and  a  large  staff.  If  our  trust  veie 

«  Capital  Research  &  ^n*pement  Co  alBo  manages  twOpOCier  ™su$ig75^ 

■of  America  and  American  ^uUialFund,  Tof  fts  foe  m  Capital  Research  &  Mimnpemcnt  Co.  for  maintc- 
,5  The  business  manager  pays  a  portion  of  its  amounted  to  $45,485  of  its  $382,623  foe. 

net  «'  «rn  million. 
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half  as  large,  if  we  were  to  do  the  same  kind  of  an  investment 
job,  we  could  not  fire  one  single  one  of  those  people. 

***** 

It  is  our  belief  that  further  growth  in  the  assets  of  Massa¬ 
chusetts  Investors  Trust  would  bring  about  still  further 
reduction  m  proportionate  costs  of  operation,  with  resulting 
benefit  to  all  shareholders.47 

The  economies  of  size,  in  large  measure,  reflect  the  fact  that  the 
management  of  both  large  and  small  security  portfolios  requires  much 
the  same  general  economic  and  market  forecasting,  analyses  of  various 
industry  groups  and  evaluations  of  particular  securities.  Increases 
m  iund.  size  are  not  necessarily  followed  by  increases  in  the  number  of 
portfolio  securities,  since  even  a  relatively  small  fund  may  be  large 
enougb  to  attain  adequate  diversification  of  investment  risk.^  Indeed 
in  recent  years  there  has  been  a  tendency  among  many  larger  funds  to 
decrease  rather  than  increase  the  number  of  common  stock  boldino-s 

in  their  portfolios  despite  substantial  growth  through  sales  of  fund 
snares. 

The  Wharton  Report’s  examination  of  the  operating  ratios  49  of 
mutual  fund  advisory  organizations  for  fiscal  years  ended  during  the 
latter  months  of  1960  and  the  earlier  months  of  1961  showed  that  these 
economies  of  size  were  very  pronounced.  Among  the  advisers 
surveyed  which  managed  only  investment  company  assets,  operating 
ratios  tended  to  be  much  higher  for  advisers  managing  smaller  amounts 
ot  assets  than  for  those  advising  larger  amounts.50 

The  financial  history  of  some  of  the  larger  mutual  fund  advisory 
organizations  supports  the  Wharton  Report’s  views  with  respect  to  the 
significance  of  the  economies  of  size.51  For  example,  the  mutual  fund 
advisory  fee  revenues  of  IDS,  the  largest  advisory  organization, 
increased  from  $4.9  million  m  1955  to  $15.7  million  in  1962  the  vear 
before  it  reduced  its  advisory  fee  rates.52  While  its  advisory  fees 
during  the  same  period  thus  increased  by  $10.8  million,  its  operating 
expenses  allocable  to  these  revenues  increased  by  only  $2.3  million5 

^operating  ratio  declined  from  50  percent  in  1955  to  30  percent  hi 
19b2.  r 

Fven  more  substantial  economies  of  size  were  experienced  by 

7Qh«erDr^fUSrP0r?'  the  .pe^lod  1961  through  the  9  months  of 
196o  I  he  Dreyfus  Corp.  is  investment  adviser  to  The  Dreyfus  Fund 

which  grew  from  net  assets  of  $171  million  at  year  end  1960  to  $1.1 

billion  at  beptember  30,  1965.  The  advisory  fees  received  by  The 

Dreyfus  Corp.  almost  tripled,  increasing  from  about  $1.2  million  in 

47  Senate  Hearings  498. 

48  See  pp.  294-298. 

WhaTton  ReSn5(^ePOrt  °Perating  rati°  as  total  operating  exP™  as  a  percent  of  total  income. 

50  Wharton  Report  503. 

51  Pertinent  data  are  limited.  As  has  been  noted,  mutual  fund  advisory  organizations  frcmionthr  „ 

as  principal  underwriters  for  the  funds  under  their  management  and  some  e n la vJ'tr,  cn Ke of ^ 6flt  y  ^  v? 
activities.  (See  p.  88,  supra.)  At  present  they  are  not  required  to ^and  genlmlll  do  n,K  n°nfund 
statements  allocating  their  expenses  incident  to  the  fund  advisory  function  Such  informeHrn  for  «TmgiSi 
number  of  advisers  is  contained  in  various  proxy  statements  filed  with  the  C om fo5  a  sm.a11 
their  management.  In  addition,  Insurance  Securities  Trust  Fund  regal a r  1  v  h  X des  a l loon . « ? 'If  Under 
statements  of  its  mvestment  adviser,  Insurance  Securities,  Inc.,  in  annual  reports  filed with  t Z n™ earnlngs 
and  such  information  for  1960  through  the  first  9  months  of  1965  was  contained  „  ,i,  ^’TSS10n ' 

t ration  statement  of  The  Dreyfus  Corp.,  adviser  to  The  Dreyfus  Fund  ta  ^ 

of  the  adviser  s  stock.  For  further  discussion  of  available  data  concerning  onerat  ine  offering 

advisory  organizations,  see  pp.  121-125,  infra.  concerning  operating  ratios  of  mutual  fund 

ngement!hsleeJeClUninfrf.’S  0pemting  ratios  ofchanges  advisory  contracts  with  the  funds  under  its  man- 
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1961  to  $3.4  million  in  1964.  During  the  same  period  operating 
expenses  allocable  to  the  advisory  fees  rose  at  a  much  slower  rate. 
Those  expenses  increased  from  $469,000  in  1961  to  $846,000  in  1964. 
Thus,  the  operating  ratio  of  The  Dreyfus  Corp.  declined  from  39 
percent  in  1961  to  25  percent  in  1964.  For  the  first  9  months  of  1965, 
its  operating  ratio  declined  further  to  21  percent. 

The  economies  of  size  reflected  in  the  mutual  fund  management 
operations  of  IDS,  adviser  to  the  largest  fund  complex,  and  of  The 
Dreyfus  Corp.,  adviser  to  one  of  the  fastest  growing  funds,  are  not 
necessarily  representative  of  other  large  advisory  organizations. 
However,  six  of  the  eight  other  large  advisers  for  which  data  are  avail¬ 
able  over  a  period  of  years  reflected  economies  of  size  in  their  fund 
advisory  operations.53  In  most  cases,  the  decline  during  the  period 
in  operating  costs  per  dollar  of  assets  managed  was  significant.54 


2.  1960  advisory  fees  —  The  findings  of  the  Wharton  Report 

Although  the  Wharton  Report  found  substantial  economies  of  size 
in  the  management  of  mutual  funds,  it  concluded  that  in  most  in¬ 
stances  these  economies  had  not  been  reflected  in  the  advisory  fees 
that  the  funds  paid  in  1960.  In  approximately  four  out  of  every  five 
cases  mutual  fund  advisory  fee  rates  were  fixed  and  did  not  vary  with 
the  size  of  the  assets  managed.55  The  annual  fees  "tended  to  cluster 
heavily  about  the  traditional  annual  rate  of  0.50  percent  of  average  net 
assets.”  56  More  than  72  percent  of  the  advisers  charged  that  rate  or 
more  in  I960.57  The  advisers  to  three  of  the  five  largest  fund  com¬ 
plexes  charged  the  funds  in  those  complexes  advisory  fees  that  were 
close  to  or  at  the  0.50  percent  rate.58 

The  Wharton  Report  found  that  many  mutual  fund  advisers  ad¬ 
hered  to  the  traditional  0.50  percent  rate  despite  substantial  increases 
in  the  size  of  the  fund  assets  under  their  management  during  the  1950’s. 
Of  the  25  companies  with  net  assets  of  more  than  $50  million  that  paid 
the  same  0.50  percent  fee  rate  in  1958  as  in  1952,  17  had  asset  increases 
of  100  percent  or  more  and  6  had  increased  their  assets  by  500  per- 
cent  or  more  during  this  period.59  The  Report  further  indicated 
that  investment  advisers  serving  both  mutual  fund  and  othei  clients 
had  scaled  down  the  fee  rates  charged  for  the  management  of  large 
portfolios  of  their  nonfund  clients  without  doing  so  for  their  much 
larger  fund  clients.60 


m  The  six  advisory  organizations  are:  Investors  Management  Co.,  Insurance  Securities,  Inc.,  the  Putnam 
Manxmen"  Co! !  Supervised  Investors  Services,  Inc.,  Waddell  &  Reed,  Inc.,  and  the  Wellington 

Mm  nnTnthc^adviser  for  which  data  are  available-the  Parker  Corp..  formerly  adviser  to  Incorporated 
adviser.  K  W  Axe  &  Co.,  Inc.,  which  did  a  large  nonfund  advisory  business,  showed  no  pattern  of  econ¬ 


omies  of  size. 

55  Wharton  Report  480. 
5«  Wharton  Report  28. 
5?  Wharton  Report  482. 
59  Wharton  Report  490. 
5«  Wharton  Report  490. 
so  Wharton  Report  489. 
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The  Report  noted  that  the  failure  of  mutual  fund  advisory  fees  to 
reflect  the  economies  of  size  in  1960  had  caused  fund  fee  rates  to  be 
substantially  higher  at  comparable  asset  levels  than  the  fee  rates  that 
fund  advisers  had  charged  the  aggregate  of  their  nonfund  clients.  In 
only  4  of  the  17  instances  where  the  aggregate  assets  of  mutual  funds 
exceeded  those  managed  for  other  clients  was  the  rate  charged  the  funds 
lower  than  that  charged  the  aggregate  of  nonfund  clients.61 

The  W  harton  Report  also  found  that  the  advisory  fee  rates  paid 
to  external  ad  vis  us  tended  to  be  substantially"  higher  than  the  rates 
for  compara  le  management  services  paid  by  funds  which  did  not  have 
investment  advisers,  i.e.,  the  internally  managed  funds.  In  1960 
management  costs  of  less  than  0.50  percent  of  average  net  assets  were 
incurred  by  each  of  the  seven  internally  managed  funds  having  net 
assets  of  $50  million  or  more.  Five  out  of  the  seven  funds  incurred 
management  costs  amounting  to  less  than  0.30  percent  of  their  average 
net  assets.  In  contrast,  26  of  40  externally  managed  funds  with  assets 
oyer  $50  million  paid  advisory  fees  in  1960  of  0.50  percent  or  more  of 
average  net  assets.  Only  three  paid  fees  at  rates  below  0.30  percent.62 

3.  Advisory  fee  rates  since  1960 

(a)  1965  advisory  fee  rates 

The  Wharton  Report’s  finding  that  annual  advisory  fee  rates  in 
1960  tended  to  cluster  around  0.50  percent  of  average  net  assets  was 
less  true — but  not  uncommon — in  the  mutual  fund  industry  during 
1965.  Most  externally  managed  funds,  including  some  of  the  larger 
ones,  paid  that  rate  or  more  on  all  of  their  net  assets.  All  but  a  few 
of  these  funds  paid  that  rate  on  a  substantial,  portion  of  their  net  assets. 


61  Wharton  Report  489.  Moreover,  in  one  of  these  cases  the  adviser  had  only  one  nonfund  client' in  another 

case,  the  adviser  was  under  common  ownership  with  the  principal  underwriter  of  the  fund,  which  received 
a  sponsor  s  fee  of  1  percent  of  net  assets.  If  both  fees  were  added  together,  the  mutual  fund  fee  rate  would 
have  exceeded  the  fee  rates  charged  other  clients. 

82  Wharton  Report  485. 
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Table  III-3. — Advisory  fee  rates  and  expense  ratios  of  externally  managed  mutual 
funds  with  June  30,  1965  net  assets  of  $100  million  and  over  for  their  fiscal  years 
ended  July  1,  1965- June  30,  1966 


Net  assets 
as  of  June 
30,  1965 
(millions) 

Total 

expenses 

(thou¬ 

sands) 

Advisory 

fee 

(thou¬ 
sands)  « 

Expense 

ratio 

(per¬ 

cent) 

$2,  793. 0 

$10, 438. 1 

$10, 438. 1 

0. 38 

1, 934.  5 

7,  512.  6 

4, 923. 9 

.38 

1,  546.  0 

6,  698.  4 

6, 698. 4 

.43 

1, 227. 7 

6,  066.  7 

« 6, 066.  7 

.47 

1, 134. 1 

3, 985.  7 

2,  829.  5 

.34 

1,  040. 1 

5, 106. 3 

4,  633.  0 

.46 

940.6 

5, 337.  4 

4,310.8 

.52 

937.5 

6, 227.  3 

5, 109.  0 

.60 

603.5 

3, 015.  2 

2,  719.  2 

.47 

536.4 

2,909.2 

2,318.6 

.50 

407.1 

2, 666.  0 

2,  066. 1 

.67 

404.6 

2, 472. 3 

1,511.5 

.67 

388.7 

2, 550. 9 

1,  807. 1 

.62 

383.4 

1, 969.  6 

1,  969.  6 

.49 

363. 1 

1, 985.  8 

1, 688. 4 

.54 

361.9 

1,  775. 4 

1,138.6 

.44 

360.5 

1,  788.  2 

1, 160.  0 

.46 

360.5 

1,  664.  5 

1, 346. 9 

.44 

347.0 

1,621.5 

1, 227.  6 

.53 

301.0 

2, 295. 1 

1, 690. 6 

.63 

294.6 

2, 230. 4 

1,616.2 

.69 

294.5 

2, 023. 7 

1,512.0 

.67 

285.1 

1,  819.  3 

1,317.3 

.62 

283.3 

1,826.8 

1,315.4 

.61 

270.8 

1,523.7 

1,343.8 

.52 

251.8 

1, 496.  8 

1,  094.  4 

.56 

240.0 

1,  780.  6 

1,235.9 

.71 

230.4 

1,236.2 

1,114.3 

.49 

228.2 

1,  679. 2 

“  1,335.  7 

.71 

226.7 

1,  648.  4 

*1,648.4 

.56 

225.7 

1,  655. 2 

1,248.5 

.64 

225.5 

1,220.8 

783.1 

.51 

225. 1 

1,356.8 

1,160.3 

.58 

224.1 

1, 280.  0 

1,118.9 

.55 

197. 1 

1,550.9 

1, 099. 9 

.70 

174.  9 

1,083.2 

886.4 

.59 

165.8 

687.  0 

454. 1 

.41 

161.0 

898.6 

733.4 

.60 

148.2 

986.2 

805.3 

•  .61 

146.8 

940.8 

676.7 

.60 

144.9 

1,132.6 

820.7 

.69 

143.2 

1,  078.  8 

712.0 

.75 

143.0 

980.0 

714.2 

.66 

134.0 

775.4 

719.7 

.53 

134.0 

827.7 

•  827.  7 

.58 

130.7 

723.6 

657.1 

.54 

128.0 

780.6 

•  780.  6 

.59 

126.5 

785.4 

610.8 

.61 

123.7 

1,076.9 

/  765. 2 

.68 

118.5 

719.2 

613.3 

.  59 

117.7 

726.7 

•  726.  7 

.57 

117. 1 

1,313.2 

935.8 

1.  04 

114.8 

927.7 

628.8 

.71 

109.3 

653.5 

*653.5 

.58 

108.6 

689.8 

350. 1 

.58 

105.3 

455.4 

273.5 

.38 

102.5 

594.9 

528.6 

.  55 

.57 

.57 

Name  of  fund 


Advisory" 
fee  rate 
(per¬ 
cent)  ‘ 


1. 

2. 

3. 

4. 

5. 

6. 

7. 

8. 
9. 

10. 

11. 

12. 

13. 

14. 

15. 

16. 

17. 

18. 

19. 

20. 
21. 
22. 

23. 

24. 

25. 

26. 

27. 

28. 

29. 

30. 

31. 

32. 

33. 

34. 

35. 

36. 

37. 

38. 

39. 

40. 

41. 

42. 

43. 

44. 

45. 

46. 

47. 

48. 

49. 

50. 

51. 

52. 

53 

54 

55 

56 

57 


Investors  Mutual,  Inc _ 

Wellington  Fund,  Inc _ _ _ 

Investors  Stock  Fund,  Inc.- _ _ 

Insurance  Securities  Trust  Fund _ 

Affiliated  Fund,  Inc _ _ _ 

United  Accumulative  Fund . . 

Fundamental  Investors,  Inc _ 

The  Dreyfus  Fund,  Inc _ 

United  Income  Fund . . . 

Fidelity  Fund,  Inc _ 

Hamilton  Funds,  Inc _ 

Investment  Company  of  America _ 

Television-Electronics  Fund,  Inc _ 

Investors  Variable  Payment  Fund,  Inc. 

Boston  Fund,  Inc - - - 

Dividend  Shares,  Inc _ 

Chemical  Fund,  Inc _ 

The  George  Putnam  Fund  of  Boston... 

Puritan  Fund,  Inc - 

Fidelity  Trend  Fund,  Inc _ 

National  Securities  Series— Stock  Series. 

Financial  Industrial  Fund,  Inc . . 

American  Mutual  Fund,  Inc - - 

The  Putnam  Growth  Fund - 

State  Street  Investment  Corp. . . 

Putnam  Investors  Fund,  Inc - 


United  Science  Fund - 

Axe-Houghton  Fund,  B,  Inc. - - 

Keystone  Custodian  Funds,  Inc.  Series  S-4 - 

Fidelity  Capital  Fund,  Inc - 

The  One  William  Street  Fund,  Inc - 

Eaton  &  Howard  Stock  Fund... - - 

Eaton  &  Howard  Balanced  Fund - 

Delaware  Fund,  Inc - - - 

Commonwealth  Investment  Co - 

The  Putnam  Income  Fund. - - - 

The  Colonial  Fund,  Inc - - - 

Selected  American  Shares,  Inc - - 

T.  Rowe  Price  Growth  Stock  Fund,  Inc - 

National  Securities  Series— Growth  Stock  Series. 

Charming  Growth  Fund,  Inc - 

Diversified  Investment  Fund,  Inc - - 

Federal  Street  Fund - •--- . 

Keystone  Custodian  Funds,  Inc.  Senes  K-2 - 

Massachusetts  Life  Fund - 

Keystone  Custodian  Funds,  Inc.  Series  S-2 - 

Loomis-Sayles  Mutual  Fund,  Inc - 

Washington  Mutual  Investors  Fund,  Inc - 

Scudder,  Stevens  &  Clark  Balanced  Fund,  Inc.. 

Keystone  Custodian  Funds,  Inc.  Series  K-l - 

Capital  Shares,  Inc - - - 

.  Diversified  Growth  Stock  Fund,  Inc...  - 

Keystone  Custodian  Funds,  Inc.  Senes  S-3 - 

Life  Insurance  Investors,  Inc - - - - 

.  Bullock  Fund,  Ltd - - - - - 

Stein  Roe  &  Famham  Balanced  lund,  Inc - 

Mean . . . - . . 

Median - - - - 


0. 38 
.26 
.43 
'.47 
.24 
.42 
.42 
.50 
.42 
.40 
.50 
.35 
.44 
.49 
.46 
.28 
.30 
.36 
.40 
.46 
.50 
.50 
.45 
.44 
.46 
.41 
.49- 
.44 
-'.56 

•  .56 
.48 
.33 
.50 
.50 
.50 
.48 
.27 
.49 
.50 
.43 
.50 
.50 
.48 
.50 

* .  58 
.50 

*  .59 
.48 

/ .  48 
.50 
• .  57 
.74 
.48 
*.58 
.30 
.23 
.49 
.45 
.48 


•  As  noted  at  pp.  M-92  supra..  the  npnadvtory  “«  SKT  Thi  fee  rates  used  ere 

tho™gtva«  S.* 1 to  55?<S.  rtS  the  rate  was  not  siren  it  has  in  most  inst.nees  been 
calculated  pursuant  to  the  following  formula. 

advisory  fee 
Advisory  fee  ™te-averagenet 

Average  net  assets  have  been  calculated  pursuant  to  the  following  formula: 

operating  expenses _ 

Average  net  assets-—- —ti  expense  ratio 


i  SSSl  ma^em'Si  “  <*•  underwriter  which  Is  Mgr  tWM  with 

the  investment  adviser  See  jn  fees  pajd  t0  its  trustee.  See  pp.  92-93  supra 

J  Includes  ^httefeeT^thetod-s  investment  adviser  and  its  business  manager.  See  p.  94,  supra. 
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A  0.50  percent  annual  fee  rate  was  not  uncommon  even  among  the 
larger  funds.  Table  III— 3,  at  page  98.  supra,  shows  the  advisory  fee 
rates  and  expense  ratios  for  fiscal  years  ending  between  mid-1965  and 
mid-1966  of  the  57  externally  managed  mutual  funds  that  had  net 
assets  of  $100  million  and  over  on  June  30,  1965. 63  Among  these 
57  funds  the  advisory  fee  rates  ranged  from  the  0.23  percent  charged 
to  Bullock  Fund,  Ltd.,  the  56th  largest  fund,  to  the  0.74  percent 
charged  to  Capital  Shares,  Inc.,  the  52d  largest  fund. 

The  median  annual  fee  of  the  57  funds  in  1965  was  0.48  percent  and 
the  mean  fee  was  0.45  percent  of  average  net  assets.  Twenty  of 
these  funds  paid  an  advisory  fee  of  0.50  percent  or  more  of  average  net 
assets.  Only  8  of  the  57  funds  paid  fees  of  less  than  0.35  percent  of 
average  net  assets. 

For  the  most  part  reductions  from  the  traditional  0.50  percent  rate 
reflect  the  application  of  scaled-down  rates  provided  for  in  the  ad¬ 
visory  contracts.  The  extent  of  these  scale  downs  and  the  asset 
levels  at  which  they  become  operative  vary  considerably.  For  some 
funds,  the  scale-down  provisions  thus  far  have  been  of  little  or  no  prac¬ 
tical  consequence.  For  example,  a  scale  down  from  the  basic  annual 
fee  rate  of  0.50  percent  does  not  occur  under  the  fee  schedule  adopted 
in  1963  by  Hamilton  Funds,  Inc.,  until  the  fund’s  average  net  assets 
exceed  $500  million.  At  the  end  of  1963  the  fund’s  net  assets  were 
$330.8  million,  and  at  June  30,  1966,  they  amounted  to  $489.1  million. 

Table  III-3  does  suggest  some  tendency  toward  lower  advisory 
fee  rates  among  the  largest  funds.  Thus,  in  1965  the  advisory  fee 
rates  of  12  of  the  23  funds  in  the  $100  million  to  under  $200  million 
size  category  amounted  to  0.50  percent  or  more  of  average  net  assets, 
but  only  2  of  the  20  funds  in  the  $300  million  and  over  size  category — 
The  Dreyfus  Fund,  Inc.  and  Hamilton  Funds,  Inc. — were  charged 
that  rate. 

.  The  relationship  between  lower  advisory  fee  rates  and  large  fund 
size,  however,  is  not  consistent.  Among  the  20  funds  with  net  assets 
of  $300  million  and  over,  the  lowest  fee  rates  were  paid  by  Wellington 
Fund,  Inc.  and  Affiliated  Fund,  Inc.,  the  second  and  fifth  largest  funds, 
respectively.  However,  the  next  lowest  advisory  fee  rates  were  the 
0.28  percent  and  0.30  percent  paid  by  Dividend  Shares,  Inc.,  and 
Chemical  Fund,  Inc.,  which  ranked  16th  and  17th  in  size,  respectively. 
Similarly,  although  none  of  the  14  funds  in  the  $200  million  to  under 
$300  million  category  paid  annual  advisory  fee  rates  of  0.30  percent 
or  less,  three  funds  in  the  $100  million  to  under  $200  million  category 
paid  advisory  fees  at  such  rates. 

Since  the  advisory  fee  constitutes  by  far  the  most  substantial  part 
of  the  funds’  operating  expenses,  there  is  a  relationship  between  fund 
size,  advisory  fee  rates  and  expense  ratios  among  the  57  funds.  The 
median  expense  ratio  of  the  57  funds  was  0.57  percent.  Affiliated 
Fund,  Inc.  which  was  charged  the  second  lowest  fee  rate  of  0.24 
percent,  had  an  expense  ratio  of  0.34  percent — the  lowest  expense 
ratio  among  the  57  funds.  Capital  Shares,  Inc.,  which  paid  a  sub¬ 
stantially  higher  advisory  fee  rate  than  the  other  funds — 74  percent — 
had  by  far  the  highest  expense  ratio,  1.04  percent. 

However,  there  are  inconsistencies  in  the  relationship  between 
advisory  fee  rates  and  expense  ratios  even  among  funds  of  comparable 


w  Excludes  Institutional  Investors  Mutual  Fund.  Inc.  (June  30,  1966,  net  assets  approximately  $128  8 
million)  whose  shares  are  offered  only  to  members  of  the  Savings  Banks  Association  of  New  York  State.  ’ 
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sizes.  To  some  extent  this  reflects  variations  in  the  extent  of  the 
nonadvisory  services  paid  for  by  the  advisory  fee,  but  these  variations 
explain  only  a  part  of  the  differences  in  the  advisory  fee  rates.  The 
advisory  fees  of  most  of  the  20  funds  in  the  $300  million  and  over 
category  did  not  pay  for  substantially  more  nonadvisory  services  than 
those  typically  provided  by  mutual  fund  investment  advisers  in  return 
for  advisory  fees.  Thus,  apart  from  the  advisory  fee,  most  of  these 
funds  incurred  expenses  for  stock  transfer,  dividend  disbursing, 
custodial,  legal  and  auditing  services  and  all  or  part  of  the  costs  of 
printing  and  mailing  of  shareholder  reports  and  proxy  statements. 
Their  advisory  fee  rates  ranged  from  0.24  percent  to  0.50  percent. 

Moreover,  the  advisory  fees  of  all  but  2  of  the  14  funds  in  the  $200 
million  to  under  $300  million  category  paid  for  some  nonadvisory 
services.  The  two  funds  which  received  only  investment  advisory 
services  in  return  for  such  fees  were  Financial  Industrial  Fund,  Inc. 
and  National  Securities  Series — Stock  Fund.  These  two  funds  were 
not  only  the  largest  in  the  $200  million  to  under  $300  million  category, 
but  were  among  the  funds  in  that  category  which  paid  a  flat  0.50 
percent  fee  in  1965. 


(6)  Changes  in  advisory  contracts  since  1960 
The  fact  that  many  of  the  larger  mutual  funds  now  pay  advisory 
fees  at  rates  lower  than  the  traditional  0.50  percent  annual  rate 
reflects  for  the  most  part  changes  in  advisory  contracts  which  have 
been  made  since  the  Wharton  Report’s  1960  survey.  For  example,  of 
the  20  largest  externally  managed  funds  as  of  June  30,  1965,  only 
7  had  advisory  contracts  in  1960  which  contained  scaled-down  fee 
schedules.64  By  June  30,  1965,  17  of  these  20  funds  had  such  con¬ 
tracts.  Those  which  did  not  were  Insurance  Securities  Trust  Fund, 
The  Dreyfus  Fimd,  Inc.,  and  the  Puritan  Fund,  Inc.  A  scaled-down 
advisory  fee  schedule  has  since  been  put  into  effect  for  the  Puritan 
Fund.  In  addition,  four  of  the  seven  funds  that  had  scaled-down  fee 
schedules  in  1960  had  adopted  by  1965  new  contracts  which  provide 
for  further  reductions  from  the  basic  rate.  Two  other  funds  United 
Accumulative  Fund  and  United  Income  Fund— also  had  advisory 
contract  changes  in  1965  which  increased  the  advisory  fee  rates  but 
nevertheless  accounted  for  some  savings  to  the  funds  because  the 
adviser  agreed  to  assume  virtually  all  the  funds’  expenses  in  return 
for  the  advisory  fees.6* 


6i  i„  tho  nf  another  fund  (Fidelity  Fund,  Inc.),  the  fee  was  waived  on  $25  million  of  net  assets. 

assume  the  cost  ot  virtually  «  the  nontmmsoty  aivlca TO™™*  |g  fgffiX  on'olflS.TtE* 

0.50  petcent  it.  I960  to  0.13  percent  in  1«5  and 
EvS.K  ^hTpaymcnt  Fund  from perctm. .. 0.i»  per- 
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Tabbe  HI— 4 .—Comparison  of  I960  and  1965  advisory  fee  rale  schedules  of  the 
20  largest  externally  managed  funds  as  applied  to  June  30,  1965,  net  assets 


8. 

9. 

10. 

11. 

12. 

13. 

14. 

15. 

16. 

17. 

18. 

19. 

20. 


Investors  Mutual,  Inc _ 

Wellington  Fund,  Inc  _ 

Investors  Stock  Fund,  Inc. 
Insurance  Securities  Trust 

Fund _ 

Affiliated  Fund,  Inc _ 

United  Accumulative 

Fund _ _ 

Fundamental  Investors, 

Inc _  _ 

The  Dreyfus  Fund,  Inc... 

United  Income  Fund _ 

Fidelity  Fund,  Inc _ 

Hamilton  Funds,  Inc _ 

Investment  Co.  of  America 
Television-  Electronics 

Fund,  Inc . . . 

Investors  Variahle  Pay¬ 
ment  Fund, Inc _ 

Boston  Fund,  Inc _ 

Dividend  Shares,  Inc _ 

Chemical  Fund,  Inc _ 

The  George  Putnam  Fund 

of  Boston _ _ _ 

Puritan  Fund,  Inc . __ 

Fidelity  Trend  Fund,  Inc. 


Median. 


June  30, 
1965  net 
assets 
(millions) 

Advisory  fee  payable  under 
schedule  in  effect  « 

Advisory  fee  payable  as 
a  percent  of  June  30, 
1965  net  assets 

June  30, 
1965  (thou¬ 
sands) 

June  30, 
1960  (thou¬ 
sands) 

Decrease 
(increase) 
from  1960 
(percent) 

Under  1965 
schedule 
(percent) 

Under  1960 
schedule 
(percent) 

$2, 793.  0 

*  $10, 419.  0 

$13, 905.  0 

25.4 

0. 37 

0.  50 

1.934.5 

4, 820.  1 

5,  073.  8 

5.0 

.25 

.26 

1,  546.  0 

»  6, 616.  0 

7,  730.  0 

14.4 

.43 

.50 

1, 227.  7 

«  6,  066. 7 

6,  066.  7 

.49 

.  49 

1, 134. 1 

2,  755.  7 

3, 022. 8 

8.8 

.24 

.27 

1,  040. 1 

»  4, 524. 8 

4, 360.  4 

(3.8) 

.44 

.42 

940.6 

4,  092. 1 

4,  703.  0 

13.0 

.44 

.50 

937.5 

4. 687. 5 

4,  687.  5 

.50 

.  50 

603.5 

*  2, 625.  4 

2, 614.0 

(•4) 

.44 

.43 

536.4 

2, 177.  4 

2,  557.  0 

14.8 

.  41 

.48 

407.1 

2,  035.  5 

2,  035.  5 

.50 

.50 

404.6 

1, 418. 9 

1, 456. 6 

2.6 

.35 

.36 

388.7 

1,  726. 4 

1, 943.  5 

11.2 

.44 

.50 

383.4 

»  1,871.0 

1,917.0 

2.4 

.49 

.  50 

363.1 

1. 657. 8 

1.815.5 

8.7 

.46 

.50 

361.9 

1, 116.  1 

1,  154.8 

3.4 

.31 

.32 

360.5 

1,151.3 

1,151.3 

.32 

.32 

360.5 

1,331.5 

1,331.5 

.37 

.37 

347.0 

1,388.0 

1.388.0 

.40 

.  40 

301.0 

1, 454.  0 

1,  505.  0 

3.4 

.48 

.50 

3.0 

.44 

.49 

du,hls?ry  ^  ,  e  be®n  calculated  on  the  basis  of  June  30, 1935  net  assets.  The  fee  schedules  in  effect  as 

of  that  date  and  on  J une  30, 1960,  were  used  in  the  calculation  of  the  fees.  Since  fees  normally  are  calculated 
on  adally>  monthly,  or  quarterly  average  of  net  assets,  the  fees  shown  vary  from  the  fees  actuallv  paid. 

Unanges  m  the  advisory  contract  since  1960  call  for  the  adviser  to  perform  additional  services  and  to  pav 
additional  fund  expenses  in  return  for  the  advisory  fee. 

c  MAT  fee  paid  in  1965  by  Insurance  Securities  Trust  Fund.  For  method  of  calculating  MAT  fee  which 
is  not  based  on  average  net  assets,  see  p.  98,  note  b  to  table  III-3,  supra. 


Table  III— 4  compares  for  the  20  largest  externally  managed  funds 
as  of  June  30,  1965,  the  differences  between  1965  and  196(f  fee  rates 
attributable  to  changes  in  the  funds’  advisory  contracts.  Reductions 
of  2.4  percent  to  25.4  percent  in  the  advisory  fees  payable  are  shown 
for  12  of  the  20  funds;  for  6  others  no  reductions  are  shown.  While, 
as  noted,  the  remaining  two  funds  (United  Accumulative  Fund  and 
United  Income  Fund)  paid  increased  advisory  fees,  these  increases 
were  accompanied  by  the  adviser’s  assumption  of  expenses  previously 
borne  by  the  funds.66  For  the  group  of  20  funds  changes  in  advisory 
contracts  caused  a  reduction  in  the  median  annual  fee  rate  from  the 
0.49  percent  payable  under  the  1960  fee  schedules  to  the  0.44  percent 
payable  under  the  fee  schedules  in  effect  on  June  30,  1965. 

Of  the  12  funds  for  which  fee  reductions  are  shown,  7  of  the  re¬ 
ductions  amounted  to  less  than  10  percent  of  the  fees  payable  under 
the  1960  schedule.  Four  of  the  five  funds  for  which  fee  reductions 
exceeding  10  percent  are  shown  still  paid  fees  at  annual  rates  ranging 
from  0.41  to  0.44  percent.  Among  the  six  funds  for  which  no  fee  rate 
reductions  are  shown,  two— the  Dreyfus  Fund,  Inc..,  and  Hamilton 
Funds,  Inc. — had  1965  advisory  fee  rates  of  0.50  percent. 

66  These  two  funds  along  with  United  Science  and  United  Bond  funds  obtained  additional  savings  from 
arrangements  to  share  in  the  profits  of  their  adviser’s  broker-dealer  subsidiary.  See  pp.  109-110,  infra. 
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J.  Evaluating  the  fairness  of  advisory  fees — The  need  for  comparative 
standards 

The  changes  in  advisory  fee  rates  that  have  occurred  since  1960 
were  made  against  the  background  of  pressures  generated  by  the 
Wharton  School  Study  and  the  pendency  of  stockholder  litigation 
attacking  as  excessive  the  fees  paid  to  investment  advisers  of  many 
of  the  larger  mutual  funds.  As  noted,  17  of  the  20  largest  externally 
managed  funds  as  of  June  30,  1965,  have  had  their  advisory  fee  rates 
changed  since  1960.  For  11  of  these  17  funds,  the  changes  were  made 
in  whole  or  part  in  connection  with  settlements  of  stockholder  suits.67 
Only  2  of  these  1 1  settlements  were  reached  prior  to  publication  of  the 
Wharton  Report. 

While  the  scaled-down  advisory  fee  schedules  of  certain  funds  have 
produced  some  fee  reductions  for  their  shareholders,  these  reductions 
are  not  substantial  in  the  light  of  the  increases  in  fund  assets.  In 
1965  more  than  one-half  of  the  57  externally  managed  funds  with  net 
assets  of  $100  million  and  over — where  the  economies  of  size  were 
likely  to  be  the  greatest — still  paid  annual  advisory  fees  amounting  to 
0.48  percent  or  more  of  their  average  net  assets.68  And  the  fact  that 
many  of  the  larger  funds  have  not  shared  in  any  part  of  the  economies 
of  size  made  possible  by  their  growth  leaves  wholly  unanswered, 
in  instances  too  numerous  to  ignore,  the  basic  question  raised  by  the 
Wharton  Report. 

The  Wharton  Report  indicated  that  the  external  advisers’  practical 
control  of  the  mutual  funds  under  their  management  tends  to  weaken 
the  role  of  competition  and  arm’s-length  bargaining  in  the  fixing  of 
advisory  fees.69  An  examination  of  the  charges  paid  by  other  pur¬ 
chasers  of  investment  advice  will  help  to  test  the  validity  of  this 
hypothesis. 

D.  MANAGEMENT  COSTS - INTERNALLY  MANAGED  VERSUS  EXTERNALLY 

MANAGED  INVESTMENT  COMPANIES 


1.  The  cost  of  internal  management 

The  most  similar  context  from  which  standards  can  be  developed 
to  evaluate  the  advisory  fees  that  externally  managed  funds  pay  is  the 
cost  of  investment  advice  to  internally  managed  investment  com¬ 
panies.  As  indicated  previously,  the  Wharton  Report  found  that  in 
1960  the  internally  managed  companies,  which  employed  their  own 
advisory  staffs,  had  significantly  lower  management  costs  than  the 
externally  managed  funds,  whose  investment  advisers  were  compen¬ 
sated  by  fees  based,  in  most  cases,  on  a  fixed  percentage  of  the  fund  s 

^Internal  management  is  not  characteristic  of  the  investment 
companv  industry.  As  of  June  30,  1965,  there  were  only  11  diversi¬ 
fied  investment  companies  with  internal  managements  that  had  net 
assets  of  $100  million  and  over.  Five  were  closed-end  companies, 
and  six  were  mutual  funds. 

«7  The  advisory  fee  rate  reductions  for  ^estors '  ^^y^nvratore ' DWersifie?  Services"  Inc.,  reflect  con- 
Variable  Payment  Fund  Inc. ^  litigation  as  well  as  further 

changes  made  Ri^Ofll'subsequent'toThe  settlement.  All  other  funds  that  have  reduced  fee  rates  smce  1960 

have  done  so  only  once. 
m  see  table  III-3,  at  p.  98.  supra, 
os  Wharton  Report  30. 
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1  able  HI  5,  shows  the  1965  ratios  of  expenses  and  of  estimated 
management  costs  to  average  net  assets  for  these  11  internally  man¬ 
aged  companies.  The  expense  ratios  cover  all  operating  costs.  The 
estimated  management  cost  ratios  cover  the  approximate  cost  of 
investment  management  plus  the  cost  of  those  nonadvisory  services 
commonly  provided  by  external  investment  advisers  in  return  for  the 
advisory  fee.  The  1965  expense  ratios  of  the  11  companies  ranged 
nom  0.18  percent  of  average  net  assets  for  Massachusetts  Investors 
I  rust  and  National  Investors  Corp.  to  0.50  percent  for  Madison  Fund, 
Inc.  The  median  expense  ratio  for  the  1 1  companies  was  0.31  percent. 

In  internally  as  well  as  externally  managed  companies,  the  cost  of 
management  principally  investment  advisory  services — is  the  main 
operating  expense.  The  1965  estimated  management  cost  ratios  of 
the  11  internally  managed  companies  ranged  from  0.12  percent  of 
average  net  assets  for  Massachusetts  Investors  Trust  to  0.36  percent 
for  Madison  Fund,  Inc.  The  median  estimated  management  cost 
ratio  for  the  11  companies  was  0.25  percent. 


Table  III  5.  Estimated  management  cost  and  expense  ratios  of  internally  managed 
diversified  investment  companies  with  Dec.  SI,  1965  net  assests  of  $100  million 
and  over  for  their  fiscal  years  ended  July  1,  1965-June  SO,  1966 


Investment  companies 

Type 

June  30, 
1965, 
assets  « 
(millions) 

Operating 

expenses 

(thou¬ 

sands) 

Estimated 
manage¬ 
ment  costs 
(thou¬ 
sands) 

Expense 

ratio 

(percent) 

Estimated 
manage¬ 
ment  cost 
ratio 
(percent) 

1.  Massachusetts  Investors 

Trust _ 

2.  Massachusetts  Investors 

Growth  Stock  Fund,  Inc 

3.  Tri-Continental  Corp... 

4.  National  Investors  Corp _ 

5.  Lehman  Corp _ 

6.  Broad  Street  Investing  Corp. 

7.  Madison  Fund,  Inc 

8.  U.S.  &  Foreign  Securities 

Corp _ 

9.  Elfun  Trusts _ 

10.  Centurv  Shares  Trust _ 

11.  Adams  Express  Co _ 

Median _ 

Open  end _ 

_ do _ 

Closed  end.... 

Open  end _ 

Closed  end.... 

Open  end _ 

Closed  end _ 

Open  end _ 

. do _ 

Closed  end  ... 

$2, 102. 6 

738.9 

544.1 
447.4 

406.6 

337.8 
175.0 

135.3 

122.9 

121.1 

115.6 

$4, 002.  4 

2, 922. 2 
1,064.4 
892.4 
1,317.6 

706.3 

958.7 

608.9 

338.7 
489.2 

448.4 

»  $2,746.4 

»  2, 019.  5 

*  634. 1 

*  504.2 
*  1,067.4 

‘  383. 7 
«  700.2 

»  479.  9 

*  169.  9 
!  360.  6 
<311.9 

0.18 

.38 
.19 
.  18 
.31 
.20 
.  50 

.43 

.26 

.38 

.37 

.31 

.31 

0.12 

.26 
.11 
.  10 
.25 
.  11 
.37 

.34 

.13 

.28 

.26 

.25 

.21 

Mean _ 

°  Total  assets  for  closed-end  companies  and  net  assets  for  open-end  companies 
6  For  description  of  expense  items  included,  see  p.  104,  infra. 
c  For  description  of  expense  items  included,  see  p.  107,  infra. 

<>  Includes  all  expenses  except  registration,  transfer  and  custody  of  securities,  legal,  auditing,  and  report- 
mg  expenses. 

*  Excludes  all  expenses  except  those  for  public  relations,  legal,  accounting,  transfer-dividend  agent,  regis- 
trsr,  ana  taxes. 

misceflMieous^  ex^nses  those  for  transfer  and  dividend  disbursing  agent,  custodian,  printing,  and 

«  Includes  all  expenses  except  those  for  professional  services,  stock  transfer  agent,  registrar,  custodian 
ana  taxes. 

*  Includes  all  expenses  except  trust  agent’s  fee,  auditing  and  tax  consulting  fees,  and  State  and  local  taxes 
•Includes  all  expenses  except  custodian,  stock  transfer,  registrar,  legal  and  auditing  fees,  and  cost  of  re¬ 
ports  and  other  shareholder  communications  and  taxes. 


The  expense  and  management  cost  ratios  of  these  companies  are 
substantially  lower  than  those  of  the  larger  externally  managed  mutual 
funds.  The  median  1965  expense  ratio  of  the  57  externally  managed 
funds  with  assets  of  $100  million  and  over  at  June  30,  1965,  was  CL57 
percent,70  as  against  the  0.31  percent  median  expense  ratio’ of  the  11 
in  tern  all  v  managed  companies.  Similarly,  the  median  advisory  fee 


70  Table  III— 3,  p.  98,  supra. 


104  IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 


rats  of  0.48  percent  paid  by  these  57  funds  in  1965  was  almost  double 
the  0.25  percent  median  estimated  management  cost  ratio  of  the 
internally  managed  companies  during  that  year. 

To  a  significant  extent,  the  expense  and  estimated  management  cost 
ratios  of  the  internally  managed  companies  appear  to  reflect  the 
economies  of  size  inherent  in  the  operation  of  investment  companies. 
Five  of  the  six  largest  internally  managed  companies  belong  to  two  of 
the  largest  investment  company  complexes.  Massachusetts  In¬ 
vestors  Trust  (MIT)  and  Massachusetts  Investors  Growth  Stock  Fund, 
Inc.  (MIGS)  form  one;  Tri-Continental  Corp.,  National  Investors 
Corp.,  and  Broad  Street  Investing  Corp.,  belong  to  another,  the 
so-called  Broad  Street  complex.  Four  of  these  five  companies  have 
the  lowest  expense  and  management  cost  ratios  among  the  internallv 
managed  companies.  A  more  detailed  examination  into  the  operating 
structure  and  expenses  of  the  companies  in  these  two  complexes  should 
be  helpful  in  determining  the  extent  to  which  their  management  costs 
may  serve  as  a  standard  for  evaluating  the  fairness  of  advisory  fees 
charged  to  externally  managed  funds. 


2.  The  MIT-MIGS  complex 

MIT,  a  diversified  common  stock  fund,  was  organized  in  1924  as 
a  Massachusetts  business  trust.  It  is  the  oldest  mutual  fund  in  the 
United  States  and  the  second  largest  in  the  mutual  fund  industry, 
with  net  assets  of  $2.1  billion  as  of  June  30,  1966.  Its  investment 
advisory  and  other  management  services  are  performed  internally 
by  a  board  of  five  trustees,  an  advisory  board  and  a  staff  of  employees, 
all  of  whom  receive  their  compensation  directly  from  the  fund. 

The  MIT  trustees  and  staff  also  furnish  investment  advice  and 
management  services  to  MIGS.  MIGS  was  organized  as  a  corpora¬ 
tion  in  1932,  and  the  MIT  trustees  became  its  managers  in  1934.  1 
Although  MIGS  is  also  a  diversified  common  stock  fund,  its  invest¬ 
ment  objectives  stress  growth  more  than  those  of  MIT.  MIGS  was 
the  10th  largest  mutual  fund  as  of  June  30,  1966,  with  net  assets  of 
$931  0  million.  On  that  date  the  size  of  the  MIT-MIGS  complex 
was  exceeded  only  by  the  $5.2  billion  of  assets  held  by  the  four  funds 
that  form  the  complex  managed  by  Investors  Diversified  Services, 


Inc 

Although  the  five  MIT  trustees  also  serve  as  officers  and  directors 
of  MIGS  they  are  compensated  by  each  fund  separately  under  dif¬ 
ferent  arrangements.  MIT  and  MIGS,  however,  share  research  and 
o-eneral  office  expenses,  including  employee  compensation,  m  propor¬ 
tion  to  the  relative  value  of  their  net  assets.  MIT  s  management 
costs — its  expense  items  for  trustees’  compensation  and  research  and 
o-eneral  office  expenses— cover  services  substantially  comparable  to 
those  typically  furnished  in  return  for  the  advisory  fees  paid  by  ex¬ 
ternally  managed  funds  to  their  investment  advisers.  % 

The  internal  management  structure  of  MI  1  has  resulted  m  a  sigmf  - 
cant  sharing  of  the  economies  of  size  with  the  fund  and  its  shareholders, 
"rail  expense  and  management  cost  ratios  cons.stenUy  have  been 
low  compared  to  other  funds  in  the  industry.  In  1953,  MU 

n  From  1940  until  1952,  MIGS  was  known  as  Massachusetts  Investors  Second  Fund,  Inc.  Prior  to  1940 

its  name  was  Supervised  Shares,  „rvicps  office  rental  and  equipment,  various  clerical,  book¬ 
's  They  include  all  investment  management  serv  ce  ,  n reparation  of  shareholder  reports  and 

keeping  and  accounting  services,  and  services  ^d0“edcet;“i^th  Mi^and  MIGS  pay  separately  for  their 
compliance  with  other  ^auiremrats  , ?  ‘  Custodial  legal  and  auditing  services  and  the  cost  of  printing 
own  stock  transfer  dlvK)'^  For  discussion  of  services  typically 
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yearend  net  assets  of  $522.4  million  and  its  overall  expenses  amounted 
to  $1.4  million  or  0.27  percent  of  average  net  assets.  Of  this  amount 
trustees  compensation  and  research  and  general  office  expense 
accounted  for  approximately  $1  million  or  0.21  percent  of  average  net 
assets.  By  the  end  of  1962,  MIT’s  net  assets  had  tripled  to  $1  6 
billion.  Its  expenses  for  that  year  were  less  than  $3.1  million,  a  little 
more  than  double  1953  expenses,  and  resulted  in  a  0.19  percent  ratio  of 
expenses  to  average  net  assets.  Trustees’  compensation  and  research 
and  general  office  expense  amounted  to  $2.1  million  in  1962  or  a 
management  cost  equal  to  0.13  percent  of  average  net  assets.  At 
yearend  1965  MIT’s  net  assets  had  climbed  to  $2.3  billion.  Its 
expense  ratio  dropped  to  0.18  percent  and  trustees’  compensation  and 
research  and  general  office  expense  to  0.12  percent  of  average  net 
assets. 

Updike  the  t0P  managements  of  most  publicly  held  corporations,  the 
MIT  trustees  are  not  paid  a  fixed  basic  salary.  Their  compensation  is 
limited  by  MIT’s  trust-  agreement  to  maximum  fees,  which  are  com¬ 
puted  in  part  on  a  percentage  of  MIT’s  net  asset  value  and  in  part  on 
its  gross  investment  income.73  Although  the  trustees  charge  for  their 
services  at  the  maximum  fee  rates,  those  rates  are  substantially 
lower  than  the  advisory  fee  rates  charged  to  externally  managed 
funds.  Hence,  the  amounts  spent  by  MIT  for  investment  advice 
and  other  management  services  reflect  a  portion,  but  by  no  means 
all,  of  the  economies  of  size  obtainable  from  MIT’s  growth.  Durino- 
the  period  1953-65,  MIT’s  net  assets  quadrupled,  while  trustees’ 
compensation  more  than  doubled,  increasing  from  $0.7  million  in 
1953  to  $1.6  million  in  1965. 

MIT’s  expense  and  management  cost  ratios  are  significantly  lower 
than  those  of  MIGS-  Thjs  is  s,°  because  MIGS  pays  compensation  to 
the  n\  e  MI  I  trustees  and  to  the  other  persons  who  serve  as  its  direc¬ 
tors  and  as  members  of  its  advisory  board  at  substantially  higher  rates 
than  does  MIT.  MIGS’  expense  ratio  for  1965  was  0.38  percent  of 
average  net  assets.  Compensation  to  MIGS’  directors  and  advisory 
board  members  amounted  to  0.22  percent  of  average  net  assets. 

as  fo™ws?liimUm  corapensation  for  MIT’S  trustees  and  advisory  board  member  as  a  group  is  computed 
On  average  net  assets: 

0.0350  percent  per  annum  of  the  first  $100  million 
0.0175  percent  of  the  next  $150  million,  and 
0.0100  percent  of  the  excess  over  $250  million; 

plus 

On  gross  investment  income  (excluding  capital  gains  and  losses)  • 

2.50  percent  of  the  first  $1,250  million, 

1.50  percent  of  the  next  $1,875  million,  and 
0.75  percent  of  the  excess  over  $3,125  million. 

u,ntiI  0c,t-  1935’  aggregate  compensation  of  trustees  and  advisory  board  members 

was  limited  to  6  percent  of  annual  gross  investment  income,  excluding  capital  gains  and  losses  On  Oct  l 
1935,  it  was  voluntarily  reduced  to  5  percent,  and  another  voluntary  reduction  was  arranged  in  1941  when 
shareholders  were  notified  that  the  trustees’  compensation  would  be  limited  to  the  inSme  atUibutable  to 
6  million  shares  adjusted  to  reflect  shares  issued  to  capitalize  net  realized  capital  gai^  The  tmstees  hive 
been  reported  as  statmg  that  they  adopted  the  6  million  share  limitation  because  they  decided  that  “thJv 
were,  or  soon  might  be,  makmg  an  embarrassingly  good  living  from  the  trust”  (“Big  Monev  in  Boston  ” 
Fortune,  December  1949, 117) .  As  a  result  of  this  limitation,  the  trustees’  aggregate  comDensatTo^a,r,mm?»H 
to  2.73  percent  of  gross  investment  income  during  the  first  half  of  1952.  In  July  1952  howeverthl  limitation 
SftrETO1  aar  the  Present  fee  schedule  adopted  with  the  approval  of  shareholders.  At  the  end  of  1952 
JJ  iJ7.4airiilfion  °n  S  outstandmg-  At  year  cnd  1965  the  "umber  of  outstanding  shares  had  fncreS 

1*  Aggregate  compensation  for  the  MIT  trustees  and  other  persons  serving  as  MIGS  directors  and  advisors 
board  members  is  computed  solely  on  the  basis  of  average  net  assets  as  follows-  ectors  and  advisory 

0.25  percent  per  annum  on  the  first  $500  million  of  average  net  assets 
0.15  percent  on  the  next  $250  million, 

0.10  percent  on  the  next  $250  million, 

0.05  percent  on  the  balance. 

Prior  to  February  1962^  MIGS’  rate  of  compensation  for  its  directors  was  a  flat  0  25  percent  of  aver*™ 
net  assets  per  annum.  The  present  fee  schedule  was  made  retroactive  to  the  fiscal  ye£  ending  Nov  30 
1961,  reducing  the  compensation  of  MIGS  directors  for  that  fiscal  year  from  $1  250  396  to  $1  2^9  336  ’ 
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In  contrast,  the  compensation  paid  by  MIT  to  its  trustees  and  ad¬ 
visory  board  members  amoimted  to  0.07  percent  of  average  net  assets. 
During  the  period  fiscal  1953  to  fiscal  1965  the  net  assets  of  MIGS 
increased  almost  twentyfold  ($42.1  million  to  $870.6  million),  while 
compensation  paid  its  directors  increased  more  than  twelvefold  ($0.1 
million  in  1953  to  $1.33  million  in  1965). 

The  combined  compensation  paid  to  the  MIT  trustees  for  their  serv¬ 
ices  to  MIT  and  MIGS  is  substantial.  During  1965  it  amounted  to 
almost  $2.3  million  and  was  divided  as  follows: 


Compensation 
paid  by  MIT 
(calendar  year) 

Compensation 
paid  by  MIGS 
(fiscal  year  end¬ 
ed  Nov.  30)  “ 

Total 

Kenneth  L.  Isaacs  _ _ _ 

$396, 152 
280, 134 
316,  037 
313,  704 
46, 392 
64, 343 

$225,  770 
178,  658 
180,  091 
180,  091 
56, 180 
36, 844 

$621, 922 
458,  792 
496, 128 
493,  795 
102, 572 
101, 187 

George  K.  Whitney _  _ _  _ 

William  B.  Moses,  Jr _  ..  __  _ 

John  L.  Cooper  _ _  _ _ 

Dwight  P.  Robinson  b  __  _  _ _ 

Harrison  F.  Condon,  Jr. e  _  - _ _ 

Total  _ _  _  _ 

1,  416,  762 

857, 634 

2, 274, 396 

«  Does  not  include  accruals  for  retirement  benefits  which  accounted  for  an  additional  $0.1  million. 
8  Trustee  until  Feb.  15,  1965. 
e  Trustee  from  Feb.  15,  1965. 


Although  the  five  MIT  trustees  are  fulltime  officials. of  both  funds, 
two  other  directors  of  MIGS,  Henry  T.  Vance  and  William  F.  Shelley, 
are  also  affiliated  with  and  devote  most  of  their  time  to  the  operations 
of  Vance  Sanders  &  Co.,  Inc.,  principal  underwriter  for  MIT  and 
MIGS,  and  of  other  mutual  funds  which  they  serve  as  officials. 
In  1965  they  received  $225,672  each  for  their  services  as  MIGS 
directors  in  addition  to  remuneration  from  their  other  mutual  fund 
activities.  Five  other  MIGS  directors  and  the  advisory  board  mem¬ 
bers  of  both  MIGS  and  MIT  receive  relatively  modest  compensation 
on  an  annual  and  per  meeting  basis. 


3.  The  Broad  Street  complex 

The  internally  managed  investment  companies  in  the  so-called 
Broad  Street  complex  have  for  many  years  consistently  achieved 
relatively  low  management  cost  and  expense  ratios  and  significant 
economies  of  size  for  investors.  The  Broad  Street  complex  is  sponsored 
by  and  affiliated  with,  the  brokerage  house  of  J.  &  W.  Sehgman  &  Co. 
(“Seligman”),  a  New  York  Stock  Exchange  member.  It  consists  of 
Tri-Continental  Corp.,  a  diversified  closed-end  investment  company 
with  assets  of  $535.5  million,75  and  three  mutual  funds— (1)  Broad 
Street  Investing  Corp.,  a  common  stock  fund  with  net  assets  of 
$328  7  million-  (2)  National  Investors  Corp.,  another  common  stock 
fund  with  net  assets  of  $559.1  million  and  with  more  growth-oriented 
investment  objectives  than  Broad  Street  Investing  Corp.;  and  ® 
Whitehall  Fund,  Inc.,  a  balanced  fund  with  net  assets  of  $16.6  million. 

Five  partners  of  Seligman  serve  as  officers  and/or  directors  of  the 
four  investment  companies  in  the  complex.  They  receive  fixed  sal¬ 
aries  for  their  services  directly  from  the  four  investment  companies 
which  share  this  expense  m  proportion  to  each  company  s  share  of 

„  TH  roiui  itntal  Corp  has  a  wholly  owned  investment  company  subsidiary— Tri-Continental  Financial 
CorJ-wh“  est?inmore  speculative  securities  than  does  Tri-Continental. 

78  All  asset  figures  as  of  June  30, 1966. 
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the  total  assets  of  the  complex.77  The  officers  also  receive  substantial 
additional  compensation  as  partners  of  Seligman,  which  acts  as 
regular  broker  to  the  companies  in  the  complex  and  receives  a  large 
portion  of  the  brokerage  commissions  generated  by  their  portfolio 
transactions.78 

The  four  companies  receive  investment  advisory  and  administrative 
services  from  their  officers  and  from  a  staff  employed  by  Union 
Service  Corp.  (“Union”).  Union  is  jointly  owned  by  Tri-Continental 
Corp.  and  the  three  mutual  funds.  Most  of  the  investment  com¬ 
panies’  officers  are  also  officers  and  directors  of  Union.  In  addition 
to  investment  management,  Union  provides  each  company  with  office 
space,  accounting,  budgetary  and  bookkeeping  services  and  services 
in  connection  with  the  preparation  of  shareholder  reports  and  proxy 
solicitation  material,  and  compliance  with  other  requirements  of 
State  and  Federal  law.  Each  investment  company  pays  separately 
for  its  stock  transfer,  custodial,  dividend  disbursing,  legal  and  auditing 
services,  taxes  and  the  cost  of  printing  and  mailing  shareholder  com¬ 
munications  and  of  holding  shareholder  meetings. 

The  management  and  administrative  services  provided  by  Union, 
in  conjunction  with  the  officers  of  the  companies,  are  thus  comparable 
to  those  typically  paid  for  by  the  advisory  fees  of  the  externally 
managed  funds.79  However,  unlike  the  externally  managed  mutual 
funds,  the  investment  companies  in  the  Broad  Street  complex  do  not 
pay  a  gross  advisory  fee  for  these  services.  Instead  they  share  the 
compensation  of  their  officers  and  the  actual  costs  of  operating  Union 
on  the  basis  of  their  varying  percentages  of  the  total  assets  of  the 
complex.80 

The  interna]  management  arrangements  of  the  investment  com¬ 
panies  in  the  Broad  Street  complex  have  resulted  in  relatively  low 
expense  ratios  and  management  cost  ratios.  Their  shareholders  have  • 
benefited  from  the  growth  of  the  complex  to  an  extent  unique  in  the 
mutual  fund  industry.  For  example,  in  1953  Broad  Street  Invest¬ 
ing  Corp.  had  year  end  net  assets  of  $36.2  million.  Its  ratio  of  expenses 
to  average  net  assets  was  0.44  percent.  During  that  year,  the  fund 
spent  $80,260  for  its  share  of  officers’  salaries,  directors’  fees  and 
Union’s  operating  costs,  for  a  management  cost  ratio  of  0.24  percent 
of  average  net  assets.  By  the  end  of  1962  the  fund’s  net  assets  were 
$249.1  million,  seven  times  those  at  yearend  1953,  but  its  overall 
expenses  and  management  costs  were  less  than  four  times  those  of 
1953.  Its  expense  ratio  was  0.24  percent  and  its  management  cost 
ratio  was  0.13  percent  of  average  net  assets.  By  yearend  1965, 
Broad  Street  Investing  Corp.’s  net  assets  had  increased  to  $363.8 
million,  while  its  expense  ratio  dropped  to  0.20  percent  of  average  net 
assets.  In  that  year  the  fund  paid  $53,429  for  officers’  salaries 
$6,800  for  directors’  fees  and  $323,498  for  Union’s  operating  costs’ 
representing  a  total  management  cost  of  0.11  percent  of  average 
net  assets.81 


Seligman  received 


”  In  19°5  the  four  companies  paid  approximately  $213  thousand  in  officers’  salaries 
78  In  1965  the  four  companies  paid  aggregate  brokerage  commissions  of  $2.4  million 
approximately  $1.7  million  or  72.9  percent  of  this  amount. 

78  See  pp.  90-92,  infra. 

*>»  » *  ■»«»>» « 

eight  times  i’te'S'SraJS”!?!0#”!.1’*1'1  by  Br0ad  S"eet  Inv<!Stto*  Cor»' »°  Seligman  .mounted  to  $431 .382. 


108  IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 

•4-  Economies  of  size  and  mutual  fund  complexes 

The  relatively  low  expense  and  management  cost  ratios  of  the  com¬ 
panies  in  the  Broad  Street  complex  in  part  reflect  the  management 
economies  obtainable  when  such  costs  are  spread  among  the  assets  of 
the  various  funds  served  by  the  same  advisory  organization.  Since 
all  four  companies  in  the  Broad  Street  complex  share  Union’s  operat¬ 
ing  costs  and  the  compensation  of  their  common  officers  in  proportion 
to  their  relative  asset  size,  even  the  $17  million  Whitehall  Fund,  Inc., 
the  smallest  of  the  four  companies,  had  a  relatively  low  expense 
ratio — 0.31  percent  of  average  net  assets  in  1965. 

The  economies  of  size  in  the  management  of  the  Broad  Street  com¬ 
plex  are  not  peculiar  to  internally  managed  funds.  They  result  from 
the  fact  that  much  of  the  investment  advisory  process — the  general 
economic  forecasting,  the  evaluation  of  particular  industries,  and  the 
selection  of  specific  stocks — -undertaken  for  the  management  of  one 
fund’s  portfolio  is  also  useful  in  connection  with  the  management  of 
the  other  funds  served  by  Union.  Although  the  various  funds  in  a 
single  complex  usually  have  somewhat  different  investment  objectives, 
their  portfolios  often  overlap  to  a  substantial  extent. 

However,  with  respect  to  advisory  fees,  externally  managed  funds 
belonging  to  large  complexes  are  generally  treated  as  completely  sepa¬ 
rate  entities.  Although  scaled-down  fee  schedules  may  reflect  to  some 
extent  the  economies  of  size  in  investment  company  management, 
they  seldom  give  express  recognition  to  these  economies  on  a  complex¬ 
wide  basis.  Of  the  advisers  to  the  larger  externally  managed  mutual 
fund  complexes,  only  Keystone  Custodian  Funds,  Inc.,  Waddell  & 
Reed,  Inc.,  and  National  Securities  &  Research  Corp.  charge  adyi- 
sory  foes  calculated  on  the  combined  assets  of  more  than  one  fund  undei 
their  management. 


5.  Use  0/  brokerage  commissions  to  reduce  management  costs 

The  relatively  low  expense  and  management  cost  ratios  of  the 
companies  in  the  Broad  Street  complex  also  are  attributable  to  the 
substantial  brokerage  commissions  paid  by  the  companies  to  Seligman. 
The  officers  and  directors  of  the  investment  companies  who  are 
partners  in  the  brokerage  firm  derive  substantial  compensation  from 
Seligman  in  addition  to  that  paid  directly  to  them  by  the  investment 
companies.  This  compensation,  however,  only  partly  accounts  lor 
the  relatively  lower  management  costs  of  these  companies.  Kven  it 
the  brokerage  commissions  received  from  the  four  companies  by 
Seligman  were  considered  in  evaluating  the  managerial  costs  of  these 
companies,  such  costs  would  not  rise  to  the  level  of  the  advisory  fees 
tvpically  paid  to  investment  advisers  by  externally  managed  funds. 
For  example,  the  1965  management  costs  of  Broad  Street  Investing 
Corp  if  increased  by  60  percent  of  the  brokerage  commissions— the 
percentage  of  fund  brokerage  commissions  which  executing  brokers 
commonly  give  to  such  other  brokers  as  the  fund  manager  may 
designate  82— paid  to  Seligman  daring  that  year,  would  have  resulted 
in  a^management  cost  ratio  of  0.18  percent  of  average  net  assets  and 

anTeS“e  of  broke^ge  Emissions  to  pay  for  investment  advisory 
services  is  common  in  the  securities  industry.  Investment  adviseis 
who  are  also  broker-dealers  often  reduce  advisory  fees  charged  nonfund 
cl  ents  by  a  specified  portion  of  the  brokerage  commissions  generated 


82  See  pp.  160-172,  infra. 
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by  their  nonfund  advisory  accounts  or  otherwise  take  them  into 
account  in  setting  advisory  fee  rates  for  nonfund  clients.  Moreover, 
the  level  of  the  minimum  commission  rates  of  the  national  securities 
exchanges  is  affected  by  the  fact  that  brokerage  commissions  com¬ 
pensate  brokers  not  only  for  execution  and  clearing  services  but  for 
investment  advice  and  other  services  customarily  provided  without 
extra  charge. 

In  the  mutual  fund  industry,  however,  brokerage  commissions  are 
seldom  used  to  reduce  the  cost  of  investment  advice.  The  majority 
of  investment  advisers  are  not  affiliated  with  broker-dealers,  and  a 
large  portion  of  the  brokerage  commissions  generated  by  the  mutual 
funds  under  their  management  is  used  to  reward  unaffiliated  broker- 
dealers  for  sales  of  fund  shares.83 

In  some  instances  the  funds’  investment  advisers  are  themselves 
broker-dealers  or  are  affiliates  of  broker-dealers  who  receive  a  large 
portion  of  the  brokerage  commissions  generated  by  these  funds. 
They  obtain  this  business  and  retain  the  entire  commission  because 
of  their  relationship  to  the  fund.  Nevertheless,  the  advisory  fees 
charged  most  of  these  funds  do  not  reflect  a  sharing  of  any  portion 
of  the  advisers’  profits  from  these  revenues.  For  example,  in  ]  965  the 
Dreyfus  Fund,  Inc.,  paid  approximately  $2.4  million  in  brokerage 
commissions  to  its  affiliate,  Dreyfus  &  Co.,  a  member  of  the  New 
York  Stock  Exchange  and  other  national  securities  exchanges. 
During  that  year  the  fund  also  paid  its  investment  adviser,  a  corpora¬ 
tion  wholly  owned  by  Dreyfus  &  Co.  for  most  of  the  year,  an  advisory 
fee  of  $5.1  million  at  the  rate  of  0.50  percent  of  average  net  assets.84 

Similarly,  since  1959  Insurance  Securities  Trust  Fund  has  executed 
all  of  its  portfolio  transactions  through  its  investment  adviser,  In¬ 
surance  Securities,  Inc.  (“ISI”).  The  fund  invests  only  in  insurance 
and  bank  stocks.  These  stocks  are  traded  almost  entirely  in  the  over- 
the-counter  market  where  there  is  no  minimum  commission  schedule. 
However,  the  fund  is  charged  commissions  within  the  limits  of  the 
New  Y  i'u  S  rock  Exchange  minimum  commission  rate  schedule  on 
its  portfolio  transactions.  Despite  this,  the  1965  MAT  fee  rates  of 
the  fund  are  the  same  as  those  in  effect  prior  to  1959  when  ISI  did 
not  share  in  any  of  the  brokerage  commissions  generated  by  the  fund’s 
portfolio  transactions.  In  its  fiscal  year  ended  June  30,  1965,  ISI 
received  from  the  fund  $5.4  million  in  MAT  fees  and  about  $1.1 
million  in  brokerage  commissions. 

In  1965  IDS  and  Waddell  &  Reed,  Inc.,85  formed  broker-dealer 
subsidiaries  which  were  admitted  to  membership  in  the  Pacific  Coast 
Stock  Exchange.  These  subsidiaries  execute  transactions  in  securities 
traded  on  the  exchange  for  the  funds  in  the  complexes.  They  also 
do  substantial  amoimts  of  Pacific  Coast  Stock  Exchange  business  for 
brokers  who  execute  orders  for  the  funds  on  other  exchanges.  All  of 
the  net  profits  from  the  operation  of  its  broker-deajer  subsidiaries 
are  credited  by  IDS  against  the  advisory  fees  paid  by  the  funds. 
Waddell  &  Reed,  Inc.,  reduces  the  advisory  fees  payable  by  the  fimds 

83  See  pp.  164-167,  infra. 

81  Although  the  investment  adviser  became  a  publicly  held  company  in  October  1965,  Dreyfus  &  Co. 
still  serves  as  regular  broker  to  the  fund. 

83  Waddell  &  Reed,  inc.,  is  adviser  to  the  fourth  largest  fund  complex. 
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under  its  management  by  50  percent  of  its  broker-dealer  subsidiary’s 
net  profits.86 

Both  Waddell  &  Reed,  Inc.,  and  IDS  act  as  principal  underwriter  to 
the  funds  under  their  management.  Shares  of  the  IDS  funds  are 
distributed  exclusively,  and  those  of  Waddell  &  Reed,  Inc.,  almost 
exclusively,  through  their  own  retail  selling  organizations  rather  than 
through  independent  broker-dealers.  While  Waddell  &  Reed,  Inc., 
and  IDS  utilized  brokerage  to  compensate  broker-dealers  for  supple¬ 
mentary  investment  advice  and  other  services,  they  have  had  little 
or  no  occasion  to  use  it  as  extra  compensation  for  sales  of  fund  shares. 

6.  Changes  in  management  costs — Internally  versus  externally  managed 
funds 

Although  the  expenses  of  MIT  and,  to  a  lesser  extent,  those  of  the 
companies  in  the  Broad  Street  complex  include  a  substantial  amount 
of  managerial  compensation,  their  expense  and  management  cost 
ratios  are  significantly  lower  than  those  of  each  of  the  57  largest 
externally  managed  funds.  The  expense  ratios  of  these  funds  as 
shown  in  table  III— 3  at  page  — ,  supra,  ranged  from  0.34  percent  for 
Aifiliated  Fund,  Inc. — almost  double  MIT’s  0.18  percent  expense 
ratio — to  1.04  percent  for  Capital  Shares,  Inc. 

The  disparity  between  the  expense  ratios  of  the  57  largest  externally 
managed  funds  and  those  of  Broad  Street  Investing  Corp.  and  MIT 
is  primarily  due  to  differences  in  charges  for  management  services. 
The  median  annual  advisory  fee  rate  of  0.48  percent  for  the  57  funds 
was  4  times  or  more  the  0.10  and  0.11  percent  management  cost 
ratios  of  the  companies  in  the  Broad  Street  complex  and  the  0.12 
percent  of  ratio  of  MIT  in  1965.  Even  the  0.26,  0.24,  and  0.23  percent 
advisory  fee  rates  paid  respectively  by  Wellington  Fund,  Inc.,  Affili¬ 
ated  Fund,  Inc.,  and  Bullock  Fund,  Ltd.,  which  were  the  lowest 
among  the  57  funds,  amounted  to  about  twice  the  management  cost 
per  dollar  of  assets  managed  on  behalf  of  the  shareholders  of  MIT 
and  Broad  Street  Investing  Corp. 

As  noted,  current  advisory  fees  reflect  reductions  in  fee  rates  made 
since  1962  against  the  pressures  generated  by  the  settlement  of 
shareholder  lit  nation  and  the  publication  of  tne  Vvharron  Report. 
A  measure  of  the  disparity  between  advisory  fees  charged  externally 
managed  funds  in  the  absence  of  these  pressures  and  the  management 
costs  of  the  internally  managed  funds  can  be  obtained  by  comparing 
for  a  period  prior  to  1962  the  changes  in  net  assets,  expense  ratios, 
and  management  cost  ratios  of  the  Broad  Street  companies  and  MIT 
with  those  of  the  largest  externally  managed  funds. 


m  Charming  Financial  Corp.,  an  investment  adviser  and  principal  underwriter  to  a  large  mutual  fund 
cnanning  r  mmicmi  u  <  ,  .  mernber  firm  of  the  Pac  fic  Coast  Stock  Exchange  but  has  not 

mdl^ted  tTw  atPextenr^  Sy profits ^rom  bmkeVaS  business  obtainable  by  virtue  of  its  relationship 
it  s  management  will  be  credited  against  the  advisory  fees  paid  by  those  funds.  A  broker- 
dealer  subsidiary  of  Imperial  Financial  Services,  Lnc.,  adviser-underwriter  to  a  relatively  small  fund  complex, 
h^  alTobtataed  membership  in  the  Pacif.c  Coast  Stock  Exchange,  and  a  port.on  of  the  subs.diary  s  profits 
will  be  applied  against  the  advisory  fees  paid  by  the  fund. 
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Table  III— 6  shows  the  changes  in  net  assets,  expense  ratios,  and 
their  components — advisory  fee  rates  and  other  expense  ratios — 
between  fiscal  years  1953  and  1962  for  18  of  the  20  largest  funds  as 
of  June  30,  1965.  In  1962  the  median  expense  ratio  of  these  funds 
was  0.54  percent,  more  than  double  the  0.24  percent  expense  ratio  of 
Broad  Street  Investing  Corp.  and  almost  three  times  the  0.19  percent 
expense  ratio  of  MIT  for  the  same  year.  The  1962  expense  ratios 
do,  however,  reflect  some  economies  of  size  realized  by  the  funds  and 
their  shareholders.  For  1953  the  median  expense  ratio  was  0.66 
percent. 


Table  III— 6. — Advisory  fee  rates  and  expense  ratios  for  fiscal  years  ended  1958  and  1962  of  the  largest  externally  managed  funds  as  of  J  une  30, 1965 
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Advisory  fee  consists  of  combined  MAT  fee. 
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However,  the  most  substantial  reductions  occurred  not  in  advisory- 
fees  rates  but  in  the  ratios  of  other  expenses  which  reflect  the  cost  of 
custodial,  stock  transfer,  dividend  disbursement,  legal  and  auditing 
services,  and  stationery,  supplies,  and  printing.  These  services, 
unlike  those  received  in  return  for  advisory  fees,  are  generally  ob¬ 
tained  from  persons  unafflliated  with  the  funds.  Thus,  from  1953 
to  1962,  the  median  decrease  in  the  annual  advisory  fee  rate  of  the 
18  funds  was  11.0  percent,  while  the  median  decrease  in  the  other 
expense  ratios  was  40.8  percent. 

In  fiscal  1953,  the  lowest  advisory  fee  rates  among  the  18  funds 
were  charged  to  Wellington  Fund,  Inc.,  Affiliated  Fund,  Inc.,  Dividend 
Shares,  Inc.,  and  the  Investment  Co.  of  America.  They  ranged  from 
0.33  to  0.44  percent.  All  the  other  funds,  except  Insurance  Securities 
Trust  Fund,  were  charged  advisory  fee  rates  of  0.50  percent  or  higher. 
Significantly,  in  1962  and  1965  87  these  four  funds,  along  with  a  fifth, 
Chemical  Fund,  Inc.,  had  the  lowest  advisory  fee  rates  of  the  18 
externally  managed  funds  in  table  III— 6.  As  "noted,  by  1965  many 
of  the  other  13  funds’  advisers — in  the  context  of  pressures  generated 
by  the  Wharton  Report  and  the  institution  of  shareholder  litigation— 
had  reduced  their  fee  rates.  But  for  the  most  part  these  reductions 
were  not  nearly  as  significant  as  those  put  into  effect  by  the  advisers 
to  the  other  five  funds  during  the  earlier  period. 

The  reductions  in  the  advisory  fee  rates  of  the  individual  funds 
between  1953  and  1962  had  little  relationship  to  the  rate  of  increase  in 
the  net  assets  of  the  funds.  Most  significantly,  the  growth  of  6  of  the 
18  funds  listed  in  table  III— 6  far  exceeded  all  others.  Their  1962 
year  end  net  assets  were  from  15  to  240  times  greater  than  their  1953 
year  end  net  assets.  But  in  four  out  of  six  cases  their  growth  did  not 
affect  the  advisory  fee  rates  that  they  paid. 

None  of  these  funds  has  derived  as  much  benefit  from  its  growth 
as  MIT  and  the  companies  in  the  Broad  Street  complex.  The  dis¬ 
parities  between  the  benefits  of  growth  obtained  by  the  externally 
managed  funds  and  those  with  internal  management  cannot  be  ex¬ 
plained  by  inherent  differences  in  the  cost  of  rendering  investment 
advice  or  by  other  efficiencies  of  operations  between  the  two  types  of 
management  structures.  For  example,  MIT  estimated  that  in  1962 — 
after  allocating  approximately  $400,000  of  the  $2.1  million  spent  for 
management  services  to  its  cost  of  management  and  administrative 
services  not  related  to  the  investment  advisory  function — it  spent  an 
estimated  $1.7  million,  or  approximately  0.11  percent  of  average  net 
assets,  for  investment  advice.  The  management  of  the  Broad  Street 
complex  estimated,  after  similarly  allocating  its  1962  management  costs 
between  investment  advisory  and  other  functions,  that  the  companies 
in  the  complex  spent  about  $800,000  or  approximately  0.08  percent 
of  their  average  aggregate  net  assets  for  investment  advice. 

During  the  same  fiscal  year  the  total  amounts  paid  by  Investors 
Mutual,  Inc.  (“Investors  Mutual”)  and  Investors  Stock  Fund,  Inc. 
(“Investors  Stock”)  under  their  advisory  agreements  with  IDS  were 
$9.2  million  and  $4.8  million,  respectively.  It  was  estimated  by  IDS 
that  approximately  $1.5  million  of  Investors  Mutual’s  advisory  fee 
and  about  $900,000  of  Investors  Stock’s  advisory  fee  covered  the 


17  See  table  III-3,  at  p.  98,  supra. 
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cost  of  providing  nonadvisory  services.88  Thus,  these  funds  paid  $7.7 
million  and  $3.9  million,  respectively,  for  investment  advice.89  Expressed 
as  percentages  of  estimated  average  net  assets,  the  amounts  spent 
for  investment  advice  were  0.41  and  0.31  percent,  respectively. 
IDS  estimated  the  out-of-pocket  cost  to  it  in  1962  of  providing  In¬ 
vestors  Mutual  and  Investors  Stock  with  investment  advice  at 
$670,000  and  $410,000,  respectively. 

In  that  year  IDS  received  $15.7  million  in  advisory  fees  from  all 
five  mutual  funds  then  under  its  management  and  its  profits  before 
income  taxes  from  those  fees  were  approximately  $11  million,  or 
69.8  percent  of  the  total  fees  received. 

IDS,  unlike  many  advisers  whose  staffs  include  their  entrepreneurial 
founders  (or  their  successors),  is  owned  by  public  investors  and  Al¬ 
legheny  Corporation,  a  publicly  held  company.  Hence  the  invest¬ 
ment  advisory  services  it  provides  are  produced  by  a  staff  presumably 
hired  at  the  going  market  rate.  The  highest  salary  paid  by  IDS  in 
1962  was  the  $75,000  (plus  $20,462  in  “fringe  benefits”)  paid  to  the 
chairman  of  the  board,  who  devoted  almost  all  of  his  time  to  sales  and 
administrative  problems.  The  head  of  the  investment  advisory  staff 
earned  $50,000  (plus  $7,500  in  fringe  benefits)  during  the  same  period. 
By  contrast,  in  1962  the  combined  compensation  paid  to  the  five 
MIT  trustees  for  their  services  to  MIT  and  MIGS  was  almost  $2.1 
million. 


E.  MUTUAL  FUND  ADVISORY  FEES  VERSUS  FEES  CHARGED  OTHER  TYPES 
OF  INVESTMENT  ADVISORY  CLIENTS 

1 .  Bank  fees  for  pension  and  profit-sharing  plans 

Although  the  management  costs  of  internally  managed  investment 
companies,  such  as  MIT  and  Broad  Street  Investing  Corp.,  have  been 
significantly  lower  than  the  advisory  fees  of  externally  managed 
mutual  funds,  these  lower  costs  do  not  necessarily  reflect  the  effects 
of  active  competition  or  arm’s-length  bargaining.  An  example  of 
active  competition — including  price  competition — for  investment 
management  clients  is  the  competition  among  banks  and  other  invest¬ 
ment  advisers  to  act  as  investment  advisers  to  nomnsured  corporate 
pension  and  profit-sharing  plans.  These  plans  share  the  characteris¬ 
tics  of  mutual  funds  to  the  extent  that  both  have  portfolios  represent¬ 
ing  pools  of  investment  capital  which  receive  professional  investment 

mFOT& investment  management  services  to  pension  and  profit-sharing 
plans,  banks  usually  charge  an  annual  advisory  fee  expressed  as 
either  a  fixed  percentage  or  a  fixed  charge  per  thousand  dollars  of  the 
portfolio’s  current  asset  value.  In  either  case,  the  basic  fee  rate  is 
sharply  scaled  down  for  larger  portfolios  The  services  paid  for  by 
the  advisory  fee  usually  include,  in  addition  to  investment  advice, 

'*  These  figures  reflect  only  the  °  fhouMbc  chwg^dto^f  und^d  mTni^traUvea)StsS  &Based  on  a 

none  of  the  expenses  of  jfDS  sales  personnel  shoul  1  cnzcgea?  )962_  IDg  has  contended  that  8.9  percent 
survey  conducted  by  a  public  ttrounitog  Arm  ,  existing  shareholders  (as  opposed  to  soliciting  new 
of  the  expenses  of  such stmtive  expenses  This  allocation  was  not  accepted  by  the  Commission  s 

..V  «*  funds  under  Us 

tion.  (In  1961  Inyest0«Mutual  and  Investors  Stock  acco  ^  mg  funds)  In  contrast,  MIT  devoted 

Shlyu’  peKofKl  commissions  it  generated  in  1962  to  the  purchase  of  such 

services. 


IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH  115 


receipt  and  recording  of  contributions  from  employers,  receipt,  safe¬ 
keeping,  and  delivery  of  portfolio  securities,  collection  of  interest  and 
dividend  payments,  preparation  of  periodic  reports  to  employers  or 
to  the  committee  supervising  the  operations  of  the  plan,  preparation 
and  filing  of  certain  tax  forms,  and  accounting  services  by  the  bank’s 
internal  staff  or  in  cooperation  with  outside  auditors.  The  banks 
usually  impose  a  separate  charge  for  the  maintenance  of  separate 
records  for,  and  the  payment  of  benefits  to,  the  beneficiaries  of  the 
pension  or  profit-sharing  plan. 

Table  III— 7  sets  forth  the  fee  schedules,  and  annual  advisory  fees 
for  a  $100  million  portfolio  under  these  schedules  for  pension  and 
profit-sharing  plans  published  by  six  leading  banks.  The  annual 
advisory  fee  for  a  $100  million  portfolio  charged  by  five  of  the  six 
banks  amounts  to  0.06  percent  of  total  asset  value,  a  rate  less  than 
one-eighth  of  the  0.50  percent  rate  commonly  charged  to  mutual  funds 
of  that  size  and  only  half  as  much  as  the  0.12  percent  management 
cost  rate  of  MIT  in  1965. 90 


Table  III-7.— Annual  advisory  fees  chargeable  to  a  $100  million  portfolio  under 
,  bank  fee  schedules  for  pension  and  profit-sharing  plans 


Name  of  bank 

Fee  schedule 

Amount  of 
advisory 
fee 

Advisory 
fee  as  a 
peroent 
of  $100 
million 

1.  Old  Colony  Trust  Co . . 

$6.00  per  $1,000,  first.  _ 

$100  000 

$59,  750 

0.06 

$5.00  per  $1,000,  next _ 

$3.00  per  $1,000,  next _ 

$2.40  per  $1,000,  next _ 

$1.20  per  $1,000,  next _ 

$0.65  per  $1,000,  next _ 

$0.55  per  $1,000,  next _ 

$0.50  per  $1,000,  on  the  excess. 

100,  000 
300, 000 
500,  000 
4, 000,  000 
20,000,000 
25,000,000 

2.  Continental  Illinois  National  Bank. 

$3.00  per  $1,000,  first _ _ _  $1, 000,  000 

$2.00  per  $1,000,  next _  1, 000,  000 

$1.00  per  $1,000,  next _  8,  000,  000 

$0.67  per  $1,000,  next _  15,  000, 000 

“Quotations  by  analysis,  upon  request” 
over  $25,000,000  • 

73, 300 

.07 

3.  Manufacturers  Hanover  Trust  Co.. 

Vk  of  1%  on  first _ _ _ 

H  of  1%  on  next _ _ 

Ms  of  1%  on  next . . . 

Ho  of  1%  on  next _ _ 

Ho  of  1%  on  excess. 

$1, 000, 000 
4, 000, 000 
20, 000, 000 
175, 000, 000 

59, 166 

.06 

4.  Chase  Manhattan  Bank . . 

H  of  1%  on  first _  .. 

$1, 000, 000 

4,  000, 000 
20,  000,  000 
50, 000,  000 
on  excess 

59, 166 

.06 

M  of  1%  on  next . . . 

Ms  of  1%  on  next _ 

Ho  of  1%  on  next _ 

“Further  decremental  rates” 
over  $75,000,000  4 

5.  Morgan  Guaranty  Trust  Co . 

H  of  1%  on  first _ _ 

$1,  000,  000 

4, 000, 000 
15,  000, 000 

58,333 

.06 

H  of  l%on  next _ _ 

M  5  of  1%  on  next _ 

Ho  of  1%  on  balance. 

6.  North  Carolina  National  Bank _ 

H  of  1%  on  first . . 

H  of  1%  on  next _ _ 

Mo  of  1%  on  next _ _ _ 

Ho  of  1%  on  excess  over _ 

$100, 000 
900,000 
14, 000,  000 
15,  000, 000 

58,800 

.06 

«  $0.67  per  $1,000  applied  on  excess  over  $25,000,000  in  lieu  Of  quotation  based  on  analysis. 

4  Ho  of  1  percent  rate  applied  on  excess  over  *75,000,000  in  lieu  of  further  “decremental  rates.” 


90  Although  the  advisory  fee  rates  for  a  $100  million  portfolio  under  the  published  fee  schedule  of  the 
other  bank  amounts  to  0.07  percent  of  the  total  assets,  the  published  fee  schedule  of  this  bank  specifically 
provides  for  "quotation  by  analyses”  for  portfolios  over  $25  million. 
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The  advisory  fee  rates  for  portfolios  larger  than  $100  million  in 
most  cases  would  not  be  significantly  lower  under  the  published  bank 
fee  schedules,  since  only  two  of  them  provided  further  scale  downs 
from  the  basic  rate  for  assets  in  excess  of  $25  million.  In  view  of  the 
significant  scale  downs  contained  in  these  schedules  for  assets  up  to 
that  amount,  it  is  not  unlikely  that  a  lower  fee  rate  than  reflected  in 
the  schedules  could  be  negotiated  for  portfolios  the  size  of  some  of  the 
large  mutual  funds. 

While  there  are  differences  in  the  factors  affecting  the  cost  of 
providing  investment  advice  to  mutual  funds  and  pension  and  profit- 
sharing  plans  that  may  explain  in  part  the  higher  fees  paid  by  mutual 
funds,  not  all  of  these  factors  point  in  this  direction.  For  example, 
bank  fees  for  advising  pension  and  profit-sharing  plans  must  cover 
the  cost  of  obtaining  new  accounts.  Mutual  fund  investors,  except 
those  in  no-load  funds,  bear  these  expenses  through  the  sales  load.91 
Moreover,  many  of  the  nonadvisory  services  typically  provided  by 
mutual  fund  advisers  in  consideration  of  the  advisory  fee  correspond 
closely  to  the  bookkeeping  and  other  administrative  services  provided 
by  banks  in  return  for  their  advisory  fees  from  pension  and  profit- 
sharing  plans.  In  addition,  bank  fees  for  pension  and  profit-sharing 
plans  usually  cover  custodial  services.  Most  mutual  funds  pay  their 
custodians  directly  for  these  services,  since  the  basic  advisory  fee 
seldom  covers  them.92 

Of  course,  apart  from  advisory  fees,  banks  may  receive  other 
business  benefits  from  the  management  of  pension  and  profit-sharing 
plan  assets  which  do  not  inure  to  mutual  fund  advisers.93  Moreover, 
the  investment  adviser  to  a  mutual  fund  may  incur  significant  ex¬ 
penses  and  expend  considerable  effort  in  organizing  the  fund  and 
subsidizing  its  operations  before  advisory  fees  generate  sufficient 
revenue  to  cover  management  costs.94  In  view  of  the  vigorous  sales 
competition  in  the  mutual  fund  industry,  the  organization  of  a  new 
fund  involves  entrepreneurial  risk.  The  adviser  at  least  in  part  looks 
to  the  advisory  fee  for  compensation  for  this  risk. 

Moreover,  the  responsibility  of  mutual  fund  advisers  for  the  opera¬ 
tion  of  the  funds  is  more  comprehensive  than  that  normally  assumed 
by  advisers  to  pension  or  profit-sharing  plans.  In  addition  to  invest¬ 
ment  advice  and  most  of  the  administrative  services  provided  by  banks 
to  pension  and  profit-sharing  plans  under  their  management,  the 
mutual  fund  adviser  is  usually  concerned  with  administering  the  fund 
as  a  corporate  or  trust  entity.  This  involves  the  adviser  in  various 
aspects  of  shareholder  relations,  including  the  preparation  of  proxy 
material  and  arrangements  for  annual  meetings,  and  it  must  assume 
the  responsibility  for  compliance  with  recordkeeping  and  reporting 
requirements  and  other  aspects  of  Federal  and  State  regulation. 
As  previously  noted,  these  services  are  usually  provided  by  the  mutual 
fund  investment  adviser  and  paid  for  by  the  advisory  fee. 

These  functions,  however,  account  for  only  a  portion  of  the  dif¬ 
ferences  between  the  advisory  fees  charged  mutual  funds  and  those 
charged  pension  and  profit-sharing  plans.  Differences  in  the  invest¬ 
ment  portfolios  of  mutual  fund  and  pension  plans  also  do  not  ade¬ 
quately  explain  the  extent  of  the  disparity  in  the  advisory  fee  rates 


!1  See  pp.  214-215. 

:!  fEiSS  the  advi- 

underwriter  to  an  established  complex,  these  expenses  may  be  minimal. 
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charged  the  two  investment  media.  Mutual  fund  portfolios  tend  to 
be  more  heavily  invested  in  common  stock  than  pension  and  profit- 
sharing  plan  portfolios.  Since  common  stock  investments  generally 
require  more  intensive  analysis  and  surveillance  than  investments  in 
bonds  and  preferred  stocks,  the  management  of  mutual  fund  portfolios 
may  be  somewhat  costlier  than  the  management  of  pension  or  profit- 
sharing  plans. 

In  recent  years,  however,  pension  and  profit-sharing  plans  have 
placed  increasing  emphasis  on  common  stock  investments.  At  year 
end  1965,  55.6  percent  of  the  market  value  of  noninsured  private  pen¬ 
sion  plan  assets  consisted  of  common  stock  holdings,  as  compared  to 

33.7  percent  at  year  end  1955. 95  Moreover,  although  the  composition 
of  a  particular  pension  or  profit-sharing  plan  portfolio  may  affect  the 
possibility  of  negotiating  fee  rates  lower  than  those  set  forth  in  the 
published  schedules,  the  published  bank  rates  do  not  vary  with  the 
invstment  objectives  of  the  plans.  Similarly,  although  some  mutuale 
fund  investment  advisers  charge  lower  rates  for  the  management  of 
funds  investing  primarily  in  bonds,96  they  do  not  do  so  for  balanced 
funds,  which  have  a  substantial  portion  of  their  assets  invested  in 
bonds  and  preferred  stock.  For  example,  the  advisory  fees  for  In¬ 
vestors  Mutual,  Inc.,  a  balanced  fund,  and  Investors  Stock  Fund. 
Inc.,  a  common  stock  fund,  both  managed  by  IDS,  are  computed 
under  identical  fee  schedules.  As  of  September  30,  1965,  33.9  per¬ 
cent  of  Investors  Mutual’s  portfolio  was  invested  in  bonds  and  pre¬ 
ferred  stock,  as  compared  with  only  0.6  percent  for  Investors  Stock 
Fund  on  October  31,  1965. 

The  absence  of  any  apparent  rate  differential  based  on  mutual  fund 
portfolio  composition  may  be  due  to  the  nature  of  the  investment 
advisory  function.  As  long  as  a  substantial  portion  of  the  assets  of 
a  large  mutual  fund  or  pension  or  profit-sharing  plan  is  to  be  invested 
in  a  diversified  portfolio  of  common  stocks,  the  management  cost  may 
not  be  substantially  affected  by  the  ratio  of  common  stocks,  bonds, 
and  preferred  stock  investments  in  the  total  portfolio.  This  is  so 
because  the  same  general  economic  forecasting,  analyses  of  various 
industry  groups  and  evaluations  of  particular  companies  within  each 
industry  group  may  be  required  for  a  common  stock  portfolio  of  $100 
million  as  for  one  of  $50  million. 

Mutual  funds  as  a  group  also  tend  to  trade  portfolio  securities  more 
actively  than  pension  funds  even  with  respect  to  common  stock 
holdings.  The  Commission’s  staff  estimates  that  during  1965  the 
portfolio  turnover  rate  for  mutual  fund  common  stock  holdings  was 

18.7  percent,  as  compared  to  7.1  percent  for  all  private  noninsured 
pension  plans.97  Within  both  groups,  however,  turnover  rates  vary 
widely.  Extreme  differences  in  portfolio  turnover  rates  may  reflect 
diverse  approaches  to  investment  management,  but  a  high  portfolio 
turnover  rate  does  not  in  itself  justify  higher  advisory  management 
fees.  Decisions  to  hold  securities  may  require  as  much  research  and 
analysis  as  do  decisions  to  buy  and  sell. 

Recently,  one  bank  has  started  offering  and  a  number  of  other 
banks  have  expressed  interest  in  offering  participations  in  commingled 

«  See  table  VII-1  at  p.  276. 

99  For  example,  Keystone  Custodian  Funds,  Inc.  charges  advisory  fees  to  Keystone  Custodian  Fund 
B-l,  which  invests  in  investment  grade  bonds,  at  one-half  the  rates  charged  8  other  Keystone  funds,  includ¬ 
ing  2  funds  which  invest  in  more  speculative  quality  bonds. 

99  See  table  VII-5  at  p.  285. 
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investment  accounts  to  the  general  public.  Such  accounts  have  es¬ 
sentially  the  same  characteristics  as  mutual  funds  and  are  required  to 
be  registered  under  the  Investment  Company  Act.  Since  bank- 
sponsored  commingled  accounts  will  be  offered  in  competition  with 
mutual  funds,  the  competitive  pressures  on  advisory  fees  for  these 
accounts  may  not  be  the  same  as  those  that  have  operated  on  the  fees 
charged  by  banks  for  pension  and  profit-sharing  plans.98 


2.  Advisory  jee  rates  charged  mutual  junds  operated  jor  banks 

To  a  significant  extent  the  relatively  low  advisory  fees  charged  to 
pension  and  profit-sharing  plans  also  are  reflected  in  the  charges  paid 
by  various  registered  investment  companies  which  are  organized  ex¬ 
clusively  as  equity  investment  vehicles  for  banks  and  other  institu¬ 
tional  investors.  As  of  June  30,  1966,  there  were  five  such  funds  with 
assets  of  over  $1  million  registered  with  the  Commission.  All  of  them 
pay  advisory  fees  to  and  receive  investment  advisory  and  other  serv¬ 
ices  from  external  advisers.  In  all  but  one  case  the  advisers  are 
established  trust  departments  of  commercial  banks. 

The  oldest  such  company  registered  with  the  Commission  is  Insti¬ 
tutional  Investors  Mutual  Fund,  Inc.  (IIMF),  which  was  established 
in  1953  by  the  Savings  Banks  Association  of  New  York  State  for  its 
member  banks.  As  of  June  30,  1966,  IIMF  had  net  assets  of  $128.8 
million,  virtually  all  invested  in  common  stock  issues. 

Savings  Banks  Trust  Co.,  which  is  wholly  owned  by  the  member 
banks  of  the  association,  acts  as  the  fund’s  investment  adviser..  In 
addition  to  providing  investment  management  and  the  nonadvisory 
services  typically  provided  by  mutual  fund  advisers,99  IIMF’s  adviser 
also  serves  as  its  custodian,  transfer  agent,  and  registrar.  For  these 
services  the  trust  company  receives  a  fee  at  the  annual  rate  of  0.30 
percent  on  the  first  $20  million  of  average  quarterly  asset  value,  0.20 
percent  on  the  next  $20  million  and  0.10  percent  on  the  balance.  1  his 
fee  schedule  is  designed  to  produce  a  profit  on  the  investment  advice 
given  the  fund  equivalent  to, the  trust  company’s  profit  on  other  serv¬ 
ices  it  renders  to  member  banks.  In  1965  the  advisory  fee  amounted 

to  0.15  percent  of  average  net  assets.100  •  , 

While  Savings  Banks  Trust  Co.  performs  various  other  services  for 
its  member  banks,  IIMF  represents  the  only  large  portfolio  of  equity 
securities  under  its  management.101  Although  compared  to  other 
mutual  fund  advisory  fee  rates,  the  rate  charged  IIMF  is  low,  it  is 
not  lower  than  the  fee  rates  paid  by  the  other  five  institutional  mutual 
funds.  These  funds  are  relatively  small  and  are  managed  by  the 
trust  departments  of  commercial  banking  institutions  which  provide 
investment  advice  to  substantial  amounts  of  other  assets.  or 
example,  the  Mutual  Investment  Fund  of  Connecticut,  Inc.  (June 
30  1966  net  assets  $23.8  million)  gets  investment  advice,  custodial, 
stock  transfer,  and  various  other  administrative  services  from  the 
Morgan  Guaranty  Trust  Co.  of  New  York.  The  fund  pays  advisory 

-  First  National  City  Ban,  of  NwY.JJ.tj.  only  bankwhich  £  *  ffHKSS 

count  under  the  Act.  Although  partid^tton  i  <,nt,ynn  the  average  net  assets  in  the  account, 

without  sales  charges  it  charge  an  a<T accounting  and  auditing  services,  stationery, 
9«  Includes  office  rental  and  occupancy,  clerical,  redemption  prices.  See  p.  104,  supra, 

supplies,  and  printing  and  determination  of  offering  and  red  mpt: 11  shares  The  fund  does  charge 

wT riMF  shareholders  do  not  pay  a  sales  load  ^  “  fund  shares.  This  fee  is  designed  to  offset 

sisxts  su «» «». ». ■»  -  «»* ««» 


iruKcio^o  -  .  , 

•*  «■  “"•>»  b”ks- 
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fees  at  the  annual  rate  of  0.25  percent  on  the  first  $10  million  of  gross 
asset  value  and  0.125  percent  on  the  balance.  In  1965  its  advisory 
fee  amounted  to  0.18  percent  of  average  net  assets. 

Advisory  fees  at  even  lower  rates  were  paid  by  the  two  other  insti¬ 
tutional  mutual  funds.  The  1965  advisory  fee  rates  charged  these 
funds  were  as  follows: 


JL 


Name  of  fund 

Net  assets, 
June  30,  1966 
(millions) 

Investment  adviser 

1965  advisory 
fee  rate 
(percent) 

Savings  Bank  Investment  Fund _ 

$44.8 

State  Street  Bank  &  Trust  Co 

0.04 

Bank  Fiduciary  Fund _ 

21.0 

Manufacturers  Hanover  Trust  Co . 

.  10 

3.  Advisory  fee  rates  charged  other  nonfund  clients 

The  advisory  fee  rates  charged  pension  and  profit-sharing  plans 
and  institutional  mutual  funds  are  substantially  lower  than  those  in 
the  mutual  fund  industry.  Another  example  of  generally  lower  rates — 
and  one  pointed  to  by  the  Wharton  Report — are  the  charges  for  port¬ 
folio  advisory  services  made  by  investment  advisers  to  individual 
and  institutional  clients  other  than  pension  and  profit-sharing  plans. 

Advisory  fee  rates  for  individual  accounts  tend  to  be  somewhat 
higher  than  the  bank  fee  schedules  for  pension  and  profit-sharing  plans 
and  reflect  the  higher  cost  (per  dollar  of  assets  managed)  of  obtaining 
and  servicing  such  accounts,  which  on  the  average  are  considerably 
smaller  than  pension  or  profit-sharing  plan  accounts.  In  addition, 
private  portfolios  must  be  tailored  to  individual  needs  and  circum¬ 
stances,  including  tax  and  estate  considerations,  and  individual  clients 
often  request — and  receive  without  extra  charge — advice  on  financial 
matters  unrelated  to  management  of  their  security  investments. 
Moreover,  as  some  advisers  have  stressed,  private  clients  tend  to 
change  advisers  more  often  than  pension  and  profit-sharing  plans  do. 
Since  even  the  higher  fee  rate  paid  by  the  average  private  account 
amounts  to  a  relatively  small  sum,  and  the  account  receives  extensive 
services  and  is  more  likely  to  be  terminated  than  a  pension  or  profit- 
sharing  plan  account,  the  fee  levels  for  private  accounts  reflect  to  a 
significant  extent  the  relatively  higher  costs  of  obtaining,  maintaining, 
and  retaining,  through  time-consuming  client  contact,  the  nonfund 
investment  advisory  account. 

These  factors  do  not  affect  the  cost  of  furnishing  investment 
advice  to  mutual  funds.  The  size  of  the  average  mutual  fund  is  far 
more  comparable  to  the  size  of  the  average  pension  or  profit-sharing 
plan  than  to  individual  advisory  accounts.  Advisory  relationships  in- 
the  mutual  fund  industry  are  more  stable  than  such  relationships  with 
private  accounts  and  certainly  as  stable  as  advisory  relationships 
with  pension  and  profit-sharing  plans.  Moreover,  in  the  mutual 
fund  industry  the  cost  of  obtaining  new  shareholders  is  paid  for, 
except  in  the  case  of  no-load  funds,  by  the  sales  load. 

Nevertheless,  the  Wharton  Report  found  that  where  investment 
advisers  managed  portfolios  for  mutual  fund  clients  and  for  nonfund 
clients,  the  rates  charged  the  mutual  funds  were  less  flexible  and 
substantially  higher  for  comparable  asset  levels  than  the  fee  rates 
charged  nonfund  clients.  The  Report  examined  and  rejected  con¬ 
tentions  that  the  lower  fee  rates  charged  other  clients  by  advisers  of 
mutual  funds  reflect  the  absence  of  many  of  the  expenses  resulting 
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from  services  rendered  to  the  funds  but  not  to  other  clients.  It 
pointed  out  that  the  shareholders  of  an  investment  company  do  not 
receive  the  individual  attention  given  to  private  advisory  clients. 102 

The  Report  concluded  that  serving  as  investment  adviser  to  mutual 
funds  was  generally  more  profitable  than  providing  such  services  to 
other  clients.  Its  conclusion  was  supported  by  an  analysis  of  income 
statements  of  investment  advisers  having J^oth  fund  and  nonfund 
clients.  They  tended  to  have  “sharply  higher”  operating  costs  per 
dollar  of  assets  managed  than  advisers  managing  only  mutual  fund 
assets.  Among  advisers  managing  portfolios  of  both  fund  and  other 
clients,  there  was  a  systematic  tendency  for  operating  expense  ratios 
to  rise  with  increases  in  the  relative  importance  of  nonfund  income.103 

The  lower  fee  rates  which  the  Wharton  Report  found  were  charged 
to  the  nonfund  clients  of  mutual  fund  advisers  correspond  to  the 
rates  reflected  in  the  fee  schedules  of  banks  for  individual  accounts 
and  those  filed  with  the  Commission  by  registered  investment  advisers. 
Although  the  basic  annual  fee  rate  usually  is  0.50  percent  or  more,  this 
rate  is  usually  halved  for  portfolios  ranging  from  $1  million  to  $2 
million.  Many  of  these  schedules  clearly  indicate  that  even  lower 
rates  can  be  negotiated  for  portfolios  in  excess  of  $2  million.  And,  as 
previously  noted,  investment  advisers  who  are  broker-dealers  fre¬ 
quently  reduce  advisory  fees  for  nonfund  clients  by  a  portion  of  the 
brokerage  commissions  earned  from  the  client’s  account,  a  benefit 
which  mutual  funds  affiliated  with  a  broker-dealer  seldom  realize.104 

The  Wharton  Report’s  conclusions  correspond  to  those  reached  by 
the  more  intensive  examination  of  selected  mutual  funds  and  mutual 
fund  complexes  made  by  the  Commission’s  staff.  One  investment 
adviser  whose  operations  were  examined  by  the  staff  charged  fees  to  a 
mutual  fund  under  its  management  that  were  more  than  double  the 
fees  that  would  be  charged  under  its  advisory  fee  schedule  for  “full 
normal  services”  to  nonfund  clients.  This  adviser’s  schedule  for  non¬ 
fund  clients  states  that  fees  in  excess  of  $10,000  are  subject  to  modi¬ 
fication,  and  the  adviser  indicated  to  the  staff  that  fees  on  accounts  of 
$3  million  or  more  might  be  reduced  as  much  as  20  percent  below  the 
scheduled  rates.  The  fee  schedule  for  nonfund  clients  also  covers  the 
cost  of  custodial  services  that  this  adviser  does  not  give  to  its  fund 
clients.  The  adviser  indicated  that  if  a  private  client  did  not  desire 
these  services,  the  fee  might  be  reduced  as  much  as  20  peicent. 

Another  investment  adviser  studied  by  the  staff  charged  advisory 
fees  for  the  mutual  fund  assets  under  its  management  that  were  more 
than  triple  the  average  rate  for  its  other  clients.  The  fund  involved 
in  this  staff  study  was  a  no-load  fund,  and  the  adviser  spent  more 
than  one-third  of  the  advisory  fees  received  from  the  fund  on  selling 
and  promotional  expenses.  Nevertheless,  the  fund  account  was  more 
profitable  than  the  aggregate  of  the  other  accounts.  This  was  so 
because  the  management  of  the  numerous  nonfund  accounts  was  more 
time  consuming  than  the  management  of  the  fund  s  portfolio. 

The  fact  that  mutual  funds  tend  to  pay  more  for  investment  man¬ 
agement  than  do  other  types  of  advisory  clients  does  not  mean  that 
mutual  fund  shareholders  are  charged  more  for  investment  advice 
than  they  would  be  if  they  had  individually  sought  to  obtain  profes¬ 
sional  management  services  for  their  investment  capital.  Most  mvest- 

102  Wharton  Report  492-494. 

103  Wharton  Report  495-496. 

104  see  pp.  108-110,  supra. 
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ment  advisers  do  not  accept  accounts  of  less  than  $100,000.  Those 
that  do  often  set  a  minimum  fee  which  would  be  prohibitive  to  the 
average  mutual  fund  shareholder. 

The  status  of  the  mutual  fund  investor,  however,  is  not  at  all 
comparable  to  that  of  the  private  advisory  client.  The  mutual  fund 
shareholder  does  not  obtain  investment  management  tailored  to  his 
individual  needs  and  objectives  or  enjoy  the  face-to-face  relationship 
that  normally  exists  between  a  private  client  and  his  investment 
adviser.  Unlike  the  private  advisory  client,  the  mutual  fund  investor 
in  most  cases  pays,  in  addition  to  the  advisory  fee,  an  initial  sales 
load  in  order  to  obtain  professional  investment  advice.  Those  who 
invest  through  contractual  plans  incur  additional  charges.  When  a 
mutual  fund  investor  seeks  to  change  advisers  by  redeeming  his 
shares,  he  must  pay  a  capital  gains  tax  on  any  appreciation  of  his 
initial  investment  which  has  not  been  previously  distributed  to  him; 
and  if  he  reinvests  in  another  load  fund,  he  must  pay  another 
sales  load. 

F.  PROFIT  MARGINS  OF  EXTERNAL  ADVISORY  ORGANIZATIONS 

While  portfolio  management  is  by  far  the  most  substantial  service 
paid  for  by  the  mutual  fund  advisory  fee,  for  some  funds  the  fee 
includes  management  services  which  are  not  provided  by  investment 
advisers  to  pension  and  profit-sharing  plans  and  other  nonfund 
clients.  This  factor,  as  well  as  certain  differences  between  portfolio 
management  for  publicly  held  mutual  funds  and  other  types  of  invest¬ 
ment  advisory  clients,  may  justify  somewhat  higher  fee  rates  to  them. 

But  examination  of  the  management  costs  of  the  internally  man¬ 
aged  investment  companies  shows  that  such  factors  do  not  adequately 
explain  the  much  higher  advisory  fees  charged  to  the  externally 
managed  funds.105  This  conclusion  is  further  supported  by  the 
Wharton  Report’s  analysis  of  the  1960  operating  expenses  of  mutual 
fund  advisers  which  showed  that  their  expenses  per  dollar  of  assets 
managed  tended  to  be  lower  for  fund  clients  than  for  nonfund  clients.106 
A  further  indication  that  the  operating  expenses  of  mutual  fimd 
advisory  organizations  do  not  require  the  maintenance  of  the  present 
level  of  advisory  fee  rates  is  found  in  the  available  income  and  expense 
data  for  these  organizations  for  the  period  since  I960.107 

1 .  Total  operations 

Table  III— 8  shows,  for  their  fiscal  years  ended  in  1965,  the  pre- 
Federal  income  tax  profit  margins  of  the  14  advisory  organizations 
which  managed  mutual  fund  assets  of  at  least  $250  million  as  of 
June  30,  1965,  for  which  public  data  are  available.  Also  reflected 
in  the  table  are  the  total  income  and  total  pretax  profit  figures  from 
which  the  profit  margins  are  derived  and  the  two  chief  components 
of  the  advisory  organizations’  total  income — advisory  fees  and  the 
income  from  distribution  of  fimd  shares  (net  of  compensation  or 

105  See  pp.  110-114,  supra. 

106  Wharton  Report  507-508. 

i°7  Although  such  data  are  not  available  on  an  industrywide  basis,  most  of  the  publicly  held  mutual 
fund  advisory  organizations  file  with  the  Commission  annual  reports  containing  certified  financial  state¬ 
ments  pursuant  to  Commission  rules  under  secs.  13  and  15(d)  of  the  Exchange  Act.  In  addition,  the  Com¬ 
mission  has  occasionally  required  that  allocated  financial  data  concerning  the  investment  adviser's  income, 
expenses  and  net  profit  under  the  advisory  contract  with  the  investment  company  (or  with  a  complex  of  in¬ 
vestment  companies)  be  included  in  the  investment  company’s  proxy  statement  where  a  change  in  the  ad¬ 
visory  contract  was  submitted  to  the  shareholders  for  their  approval. 
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allowances  to  salesmen,  agents,  and  dealers).  The  income  and 
profits  for  most  of  the  advisory  organizations  in  table  III— 8  are, 
unless  noted,  for  their  entire  operations.  In  certain  instances  they 
may  include  advisory  services  to  nonfund  clients,  insurance  under¬ 
writing,  and  other  nonfund  business. 

Table  III-8. — Income,  expenses,  and  profits  before  Federal  income  taxes  of  14 
mutual  fund  advisory  organizations  for  their  fiscal  years  ended  1965 


[Dollars  in  thousands] 


Advisory  organization 

Fiscal 

Advisory 

Net 

distribu- 

Other 

Total 

Before  Federal 
income  taxes 

year 

ended 

fees 

received 

tion 

income  « 

income 

income  * 

Profit 

(Loss) 

Profit 

margin 

(percent) 

1.  Channing  Financial  Corp.. 

Dec.  31 

$4, 161 

$2, 039 

»  $420 

»  $6, 619 

•  ($949) 

(14. 3) 

2.  Distributors  Group,  Inc 

.do _ 

1,419 

557 

“  53 

*  2, 030 

595 

29.3 

3.  The  Dreyfus  Corp _ 

4.  Hamilton  Management 

5,109 

*3, 025 

658 

8,692 

5,118 

58.9 

Corp...  . 

Apr.  30 

1,993 

2, 493 

294 

4,780 

/ 1, 957 

40.9 

5.  Insurance  Securities  Inc.«... 

6.  Investors  Diversified 

June  30 

5,369 

11,540 

1,939 

18, 848 

12,903 

68.5 

Services,  Inc _ 

7.  Investors  Management 

Dec.  31 

21,538 

9,340 

8,195 

39, 073 

17,786 

45.5 

Corp . . . 

8.  Keystone  Custodian 

Nov.  30 

5,919 

1,821 

76 

7,816 

3, 443 

44.1 

Funds,  Inc. 

9.  National  Securities  and 

Dec.  31 

6,706 

2,606 

142 

9, 454 

*  3, 890 

41.1 

Research  Corp... _ 

10.  The  Putnam  Management 

...do . 

3, 378 

1,240 

147 

4,765 

2,309 

48.8 

Co.,  Inc.. 

11.  Supervised  Investors 

.do . 

4, 274 

2,745 

492 

7,511 

1,656 

22.0 

Services,  Inc .  .  _  _ 

Oct.  31 

1,807 

157 

46 

2, 010 

771 

38.4 

12.  Vance,  Sanders  &  Co.,  Inc. 

.do _ 

1,082 

5,101 

187 

6,369 

3,100 

48.7 

13.  Waddell  &  Reed,  Inc... _ 

Aug.  31 

8,  696 

9, 236 

135 

18, 068 

6,  816 

37.7 

14.  Wellington  Management  Co. 

Oct.  31 

5,260 

1,380 

138 

6,778 

4,232 

62.4 

«  Distribution  income  is  net  of  allowances  to  salesmen,  agents,  and  dealers. 

b  Does  not  include  equity  in  unconsolidated  subsidiary  net  income  and  net  realized  investment  gains  of 


e  Does  not  include  $150  thousand  litigation  settlement  write-off. 

Includes  $23  thousand  profit  on  securities  sold. 

*  Includes  $2.1  million  in  contractual  plan  net  sales  commissions. 

/  Does  not  include  $410  thousand  operating  loss  of  insurance  subsidiary. 

*  Does  not  include  operations  of  ISI’s  wholly  owned  subsidiary,  Life  Insurance  Co.  of  California. 
k  Does  not  include  $92  thousand  allocated  to  provision  for  subsidiary  losses. 

*  Totals  may  not  add  due  to  rounding. 


The  pretax  profit  margins  for  these  advisory  organizations  ranged 
from  68.5  percent  to  a  loss  of  14.3  percent  and  the  median  was  42.6 
percent.  The  Channing  Financial  Corp.  was  the  only  organization  of 
the  14  which  suffered  a  loss  on  its  combined  advisory  and  sales  oper¬ 
ations  in  19  6  5. 108  The  largest  advisory  organization,  IDS,  wdth  total 
income  of  over  $39  million,  had  a  profit  margin  of  45.5  percent.109 

2.  Advisory  and  distribution  operations  performed  for  mutual  funds 
Table  III— 9  shouts  the  income,110  profits  before  Federal  income 
taxes,  and  pretax  profit  margins  for  the  mutual  fund  distribution 
and  advisory  operations  of  10  large  adviser-underwriters  for  which 


ms  The  futures  for  the  Charming  Financial  Corp.  include  certain  consolidated  insurance  operations. 
job  since  IDS  distributes  shares  of  the  funds  under  its  management  exclusively  through  its  own  retail 
se iHniroreanlMUOT  it  does  not  pay  part  of  its  total  distribution  income  to  broker-dealers  as  do  underwriters 
which 'd&tributesnw-es  through  independent  dealer  systems.  In  computing  operating  expense  ratios, 
rtirtnrtinn  of  the  comm^sions  paid  to  the  IDS  salesmen  serves  to  make  such  data  for  IDS  more  comparable, 
Lnt  nof  neeessarnfidmti^  to  the  data  for  adviser-underwriters  which  use  dealer-distribution  systems. 

on s  were  not  deducted  in  calculating  net  distribution  income,  IDS  would  have  a  lower 
1  Lo,  rn?r?ln  This annlies  to  lnsurancc  Securities  Inc.,  Hamilton  Management  Corp  Channing 
KnancTaT Corp.  and  Waddell  &  Heed ,  Inc.,  which  retail  shares  exclusively  or  primarily  through  their  own 

SeninBrokTagfincnome  from  mutual  funds  which  in  some  instances  is  another  major  source  of  revenue  for 
advisers  or  their  affiliates,  has  not  been  included  in  the  table. 
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allocated  expense  data  are  available.111  The  income  and  profits 
shown  for  each  adviser-underwriter  are  the  averages  of  the  years 
from  1961  to  1965  for  which  such  data  are  available.  All  10  organi¬ 
zations  showed  a  profit  from  their  combined  mutual  fund  distribution 
and  advisory  operations.  Pretax  profit  margins  ranged  from  about 
4.3  percent  for  the  Parker  Corp.  to  over  71  percent  for  ISI.  The 
median  was  45.6  percent. 

Although  the  combined  mutual  fund  distribution  and  advisory 
operations  of  the  10  organizations  were  profitable,  the  difference  in 
profitability  between  the  advisory  and  distribution  functions  is 
striking.  The  Wharton  Report  found  that  16  of  the  37  advisers  who 
also  served  as  principal  underwriters  for  the  funds  under  their  manage¬ 
ment  had  lost  money  on  their  underwriting  operations  in  I960.112 
For  ensuing  years,  table  III-9  also  shows  that  the  distribution  of 
mutual  fund  shares  was  sometimes  unprofitable  and  that,  even  where 
profitable,  profit  margins  generally  were  much  lower  than  those  on 
fund  advisory  operations.  Of  the  10  adviser-underwriters,  4  had  un¬ 
profitable  fund  distribution  operations.  Distribution  pretax  profit 
margins  ranged  from  a  loss  of  117.8  percent  for  The  Parker  Corp.  to 
an  88.4  percent  profit  for  Insurance  Securities  Inc.113  The  median 
was  a  profit  of  8.7  percent. 

'ii  The  source  of  nine  of  these  companies’  reports  are  proxy  statements  filed  by  mutual  funds  for  which 
the  company  served  as  manager  or  distributor.  Data  on  The  Dreyfus  Corp.  come  from  the  prospectus 
for  its  public  offering  and  the  data  for  Insurance  Securities  Inc.,  are  from  the  annual  reports  to  the  Com¬ 
mission  of  the  Insurance  Securities  Trust  Fund. 

ii2  Wharton  Report  514-517.  , 

"3  ISI  is  the  exclusive  distributor  of  participating  agreements  in  the  Insurance  Securities  Trust  Fund. 
These  agreements  automatically  terminate  at  the  end  of  10  years  and  the  purchaser  must  pay  an  additional 
8.85  percent  creation  fee  (sales  load)  on  the  net  asset  value  as  of  the  termination  date  to  renew  his  agreement. 
In  addition,  ISI  sells  exclusively  through  its  own  sales  representatives,  and  only  in  California. 


Table  III  —9 . — Average  °  annual  income,  ■pre-tax  profits  and  profit  margins  of  investment  advisers  for  their  mutual  fund  advisory  and  distribution 

operations  for  fiscal  years  ended  1931-65 
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In  contrast  to  the  losses  or  low  pretax  profit  margins  on  operations 
encountered  in  the  distribution  of  mutual  fund  shares  are  the  high 
profit  margins  resulting  from  advisory  operations.  The  advisory 
pre-tax  profit  margins  of  the  10  firms  in  table  III— 9  ranged  from  about 
13  percent  to  about  69  percent  with  a  median  of  50.7  percent.  Results 
for  E.  W.  Axe  &  Co.,  Inc.,  which  had  the  lowest  advisory  profit  margin 
by  far,  include  the  operations  relating  to  its  nonfund  advisory  opera¬ 
tions.  This  is  consistent  with  the  Wharton  Report’s  finding  that 
operating  ratios  were  sharply  higher  and  profits  lower  for  advisers 
with  nonfund  clients  than  ratios  of  advisers  with  only  investment 
company  clients.114 

Table  III-9  also  supports  the  Wharton  Report’s  findings  that  to  a 
significant  extent  mutual  fund  advisers  use  the  profits  from  advisory 
fees  paid  by  the  funds  to  subsidize  underwriting  activities  in  the  hope 
of  increasing  the  size  of  the  funds  under  their  management  and  generat¬ 
ing  greater  advisory  fees.  This  practice  tends  to  give  the  larger 
investment  advisers  a  substantial  advantage  over  the  smaller  ones  in 
the  competition  for  sales  of  mutual  fund  shares. 

3.  The  effect  of  reductions  in  advisory  fee  schedules 

The  impact  that  reductions  in  fee  rate  schedules  would  have  had  on 
advisory  profit  margins  was  available  for  six  advisers.  If  the  new 
schedules  had  been  in  effect  for  the  fiscal  year  prior  to  their  adoption, 
pretax  profit  margins  for  such  fiscal  year  would  have  been  as  follows: 


Table  III-10. —  The  effect  of  advisory  fee  reductions  on  advisory  profit  margins 


Investment  adviser 


E.  W.  Axe  &  Co.,  Inc _ 

Investors  Diversified  Services,  Inc.» 

DoA _ 

Investors  Management  Co.,  Inc _ 

Supervised  Investors  Services,  Inc.. 

Waddell  &  Reed,  Inc . . 

Wellington  Management  Co.c _ 


Advisory  profit  margins  (percent) 

Actual 

Pro  forma 

Reduction 

18.6 

6.7 

64.0 

69.8 

66.9 

4.2 

59.9 

55. 1 

8.0 

53.9 

52.6 

2.4 

65.0 

60.4 

7. 1 

34.3 

27.2 

20.7 

61.0 

59.8 

2.0 

°  1963  schedule  change. 

*  1964  schedule  change. 

« Includes  the  advisory  operations  of  the  Wellington  Co.,  Ltd.,  of  Delaware,  adviser  to  Windsor  Fund,  Inc 


The  changes  in  the  profit  margins  for  most  of  these  advisers  resulting 
from  reductions  in  the  advisory  fee  rates  were  not  very  substantial. 
Moreover,  by  the  end  of  1965  the  gross  advisory  fee  income  of  these 
advisers  was  in  almost  every  instance  higher  than  it  was  prior  to  the 
rate  reduction.  Although  no  data  are  available  on  the  profits  pres¬ 
ently  derived  from  advisory  fees,  it  is  likely  that  in  some  cases  profits 
are  once  again  at  pre-rate  reduction  levels  or  higher.  In  others, 
reductions  in  profits  from  advisory  contract  changes  may  be  com¬ 
pletely  offset  in  the  near  future  by  the  advisers’  realization  of  econ¬ 
omies  of  size  resulting  from  further  growth  in  the  size  of  the  funds. 


G.  EXISTING  RESTRAINTS  ON  MANAGEMENT  COMPENSATION 

The  historical  pattern  of  substantial  adherence  by  many  funds  to 
the  0.50  percent  advisory  fee  rate  in  the  mutual  fund  industry, 
despite  economies  of  size  realized  from  the  growth  of  those  funds 

n«  Wharton  Report  495. 
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and  the  complexes  of  which  they  are  a  part,  suggests  inadequacies 
in  the  economic,  the  regulatory,  and  the  other  legal  restraints  on 
mutual  fund  advisers’  compensation.  These  restraints  can  be  derived 
only  from  the  competitive  conditions  under  which  the  industry 
operates,  the  disclosure  requirements  of  Federal  securities  laws, 
the  “few  elementary  safeguards”  provided  by  the  Investment  Com¬ 
pany  Act,  including  requirements  for  the  approval  of  advisory  con¬ 
tracts  by  shareholders  and  directors,  and  the  standards  governing 
management  compensation  under  State  law  and  the  Act. 


1 .  Advisory  fees  and  competition 

The  disparity  between  the  advisory  fee  rates  charged  externally 
managed  funds  and  those  charged  pension  and  profit-sharing  plans  and 
other  nonfund  investment  advisory  clients  in  large  measure  reflects 
differing  economic  environments.  Banks  and  other  investment  ad¬ 
visory  organizations  are  in  active  competition  with  each  other  for  the 
accounts  of  pension  and  profit-sharing  plans  and  other  nonfund 
advisory  clients.  However,  investment  advisers  seldom,  if  ever,  com¬ 
pete  with  each  other  for  advisory  contracts  with  mutual  funds.  While 
fund  advisers  do  compete  in  offering  their  services  to  the  public  through 
the  sale  of  fund  shares,  that  competition  is  not  price  competition  so 
far  as  the  public  is  concerned.  Cost  reductions  in  the  form  of  lower 
advisory  fees  or  other  cost  considerations  do  not  figure  significantly 
in  the  battle  for  investor  favor.  Although  advisory  fees  are  continu¬ 
ing  charges  which  must  be  paid  without  regard  to  the  fund’s  investment 
success,  to  the  average  mutual  fund  investor  an  annual  0.50  percent 
advisory  fee  rate  may  not  appear  substantial  in  relation  to  the  value 
of  his  investment.  A  0.50  percent  rate  amounts  to  $25  per  year  on  an 
investment  valued  at  $5,000.  Moreover,  investor  awareness  of  this 
charge  has  tended  to  be  minimized  by  the  profitability  of  mutual  fund 
investments  in  the  generally  rising  stock  markets  of  recent  years. 

To  the  extent  that  mutual  fund  investors  are  aware  of  and  con¬ 
cerned  over  advisory  fees,  their  opportunities  for  obtaining  mutual 
fund  management  services  at  significantly  lower  costs  are  limited. 
For  most  of  the  externally  managed  funds  the  reductions  from  the 
traditional  0.50  percent  advisory  fee  rate  are  not  substantial,  lhus, 
only  by  investing  either  in  the  few  internally  managed  mutual  funds 
or  the  small  number  of  externally  managed  funds  which  pay  signifi¬ 
cantly  lower  fees  can  an  investor  realize  appreciable  savings  in 
management  costs.  Even  if  an  investor  were  aware  of  these  funds,  his 
evaluation  of  investment  performance,  individual  investment  objec¬ 
tives,  possible  savings  in  sales  loads  (a  much  more  weighty  considera¬ 
tion  to  a  cost-conscious  investor  than  the  advisory  fee) ,  the  influence 
of  personalized  selling  efforts  and  other  considerations  would  probably 
be  the  most  important  factors  affecting  his  investment  decision. 
Should  he  already  be  a  mutual  fund  investor,  the  prospect  of  paving 
another  sales  load  and  possibly  a  capital  gains  tax  is  likely  to  deter 
him  from  switching  to  another  fund  with  a  lower  advisory  fee. 

Advisorv  fees,  however,  are  the  funds’  principal  operating  expense 
and  have  become  very  substantial  in  amount.  Mutual  funds  a 
uniaue  among  large  purchasers  of  investment  management  services 
because  neither  cost  considerations  nor  other  competitive  factors 
■  HiiPnrp  the  funds’  choice  of  their  advisers.  This  is  the  conse¬ 
quence  of  the  virtually  complete  merger  of  the  funds’  management 


ns  See  p.  53,  supra. 
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with  the  advisory  organizations.  Mutual  funds  are  formed  by  persons 
who  hope  to  profit  from  providing  management  services  to  them. 
Realization  of  these  expectations  can  best  be  assured  if  the  funds 
remain  under  the  effective  control  of  their  advisers. 

The  ability  of  advisers  to  retain  this  control  is  illustrated  by  the 
fact  that  when  a  change  of  advisers  occurs,  it  almost  always  results 
from  the  sale  of  the  fund’s  advisory  organization  or  sale  of  a  controlling 
interest  in  it.  Although  such  an  event  terminates  the  existing  advis¬ 
ory  contract,116  the  pervasiveness  of  adviser  control  over  the  fund  is 
evidenced  by  the  fact  that  such  a  contract  termination  is  invariably 
accompanied  by  a  new  contract  between  the  fund  and  the  successor 
adviser.  The  new  contract  seldom,  if  ever,  provides  for  any  reduction 
in  advisory  fee  rates. 

2.  Advisory  fees  and  the  limitations  of  disclosure 

Disclosure  is  often  termed  the  “keystone”  of  the  Federal  securities 
laws.  Disclosure  requirements  imposed  upon  issuers  of  securities 
help  public  investors  to  make  informed  investment  decisions  and  pro¬ 
vide  them  with  necessary  information  to  take  legal  and  other  action 
against  corporate  abuse.  In  addition,  and  in  many  respects  just  as 
important,  disclosure  develops  and  maintains  conventional  limitations 
over  the  relationships  between  corporate  managements  and  public 
shareholders.  It  does  so  by  making  publicly  available  a  body  of 
information  which  guides  investors  and  corporate  managers  themselves 
in  appraising  the  propriety  of  particular  actions,  circumstances,  and 
arrangements. 

The  disclosure  requirements  developed  by  the  Commission  in  the 
administration  of  the  Federal  securities  laws  place  considerable 
emphasis  on  the  remuneration  and  other  benefits  received  by  officers, 
directors,  controlling  persons  and  other  insiders  of  publicly  held 
corporations.117  Despite  the  fact  that  such  requirements  apply  to 
investment  companies  to  an  even  greater  extent  than  to  most  other 
types  of  publicly  held  enterprises,118  Congress  determined  at  the  time 
of  the  passage  of  the  Investment  Company  Act  that  disclosure  alone 
provides  inadequate  protection  for  investment  company  shareholders. 
The  House  report  on  the  bill  which  became  the  Investment  Company 
Act  stated  with  respect  to  the  investor  protections  afforded  bj^  the 
Securities  Act  and  the  Securities  Exchange  Act: 

Generally  these  acts  provide  only  for  publicity.  The 
record  is  clear  that  publicity  alone  is  insufficient  to  eliminate 
malpractices  in  investment  companies.119 

118  The  Act  requires  that  advisory  contracts  entered  into  by  registered  investment  companies  provide  for 
“automatic  termination  in  the  event  of  its  assignment  by  the  investment  adviser.”  Sec.  15(a)  It  defines 
an  “assignment”  to  include  “any  direct  or  indirect  transfer  or  hypothecation  of  a  contract  *  *  *  bv  the 
assignor,  or  of  a  controlling  block  of  the  assignor’s  outstanding  voting  securities  by  a  security  holder  of  the 
assignor  »  *  *.”  Sec.  2(a)(4).  For  discussion  of  problems  relating  to  sales  of  management  organizations 
see  pp.  149-153,  infra. 

117  For  example,  prospectuses  for  offerings  registered  under  the  Securities  Act  are  required  to  disclose  the 
amount  of  all  direct  and  indirect  remuneration  paid  or  proposed  to  be  paid  to  members  of  management 
These  disclosures  are  required  for  all  officers  and  directors  as  a  group,  for  each  director  and  for  each  of  the 
three  highest  paid  officers  whose  aggregate  remuneration  exceeds  $30,000.  See,  e.g.,  item  17  of  the  Registra¬ 
tion  Form  S-l  under  Schedule  A  to  the  Securities  Act. 

118  As  noted  in  chapter  II,  the  disclosure  requirements  of  the  Securities  Act  apply  only  to  public  offerings 
of  securities  by  issuers,  their  controlling  persons  and  underwriters.  Since  virtually  all  mutual  funds  unlike 
most  other  types  of  publicly  held  enterprises,  make  continuous  public  offerings  of  their  securities  ’the  Se¬ 
curities  Act’s  requirements  furnish  a  continuous  flow  of  current  information  concerning  the  funds  and  their 
securities.  In  addition  the  Investment  Company  Act  subjects  all  investment  companies  registered  with  the 
Commission  under  that  act  to  the  proxy  solicitation  and  periodic  reporting  rules  adopted  by  the  Commission 
under  secs.  13  and  14  of  the  Securities  Exchange  Act. 

118  House  Report  10. 


128  IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 


Externally  managed  funds  pay  for  most  management  services 
through  gross  fees  to  separate  advisory  organizations  rather  than 
through  salaries  and  other  remuneration  to  the  individuals  who 
manage  their  affairs.  Although  such  fees  pay  for  the  services  of  those 
persons  affiliated  with  investment  advisers  who  perform  the  same 
functions  as  officers  and  employees  of  internally  managed  companies, 
they  also  pay  for  the  services  of  other  professional,  administrative,  and 
clerical  personnel  and  for  the  office  and  research  facilities  incidental  to 
these  services.  Appraisal  of  the  fairness  of  the  charges  for  the 
entire  package  of  these  services  is  far  more  complex  than  an  appraisal 
of  the  reasonableness  of  individual  executives’  compensation.  The 
Wharton  Report  suggested  the  lower  management  costs  of  the  inter¬ 
nally  managed  companies  may  reflect  the  restraining  influence  of  con¬ 
ventional  limitations  on  executive  salaries.120  But  even  here  the 
restraints  may  have  been  weakened  by  the  industry  pattern  of  fees 
paid  by  the  externally  managed  companies. 

To  the  extent  that  disclosure  has  served  to  develop  and  maintain 
conventional  limitations  on  the  level  of  advisory  fees  charged  to 
externally  managed  companies,  these  limitations  have  served  mainly 
to  keep  advisory  fee  rates  from  rising  above  the  0.50  percent  fee  rate 
traditional  in  the  industry.  As  noted,  this  traditional  fee  rate  was 
developed  at  a  time  when  mutual  funds  and  fund  complexes  were  only 
a  fraction  of  their  present  size.  It  was  itself  derived  from  the  advisory 
fee  rates  commonly  charged  for  the  more  costly  management  services, 
per  dollar  of  assets  managed,  provided  to  the  much  smaller  portfolios 
of  individual  investment  advisory  clients. 


3.  Shareholder  voting  rights 

The  Act’s  safeguards  with  respect  to  advisory  fees  consist  mainly 
of  the  provisions  of  the  Act  requiring  initial  approval  of  advisory 
contracts  by  the  holders  of  a  majority  of  the  outstanding  voting  shares 
and  annual  renewal,  by  either  the  shareholders  or  the  board  of  directors 
including  a  majority  of  the  unaffiliated  directors.121 

The  requirements  for  initial  approval  of  advisory  contracts  by 
shareholders,  together  with  the  disclosure  requirements  for  proxy 
material  soliciting  their  approval,  have  had  a  prophylactic  effect  and 
may  well  have  served  to  discourage  advisers  from  charging  fees  at 
rates  higher  than  the  traditional  0.50  rate.  However,  requirements 
for  shareholder  approval  of  advisory  contracts  cannot  realistically 
as  experience  has  demonstrated— be  relied  upon  to  achieve  any  ma¬ 
terial  departures  from  the  traditional  0.50  percent  advisory  fee  rate 
that  woidd  reflect  the  economies  of  size  available  from  the  growth  of 


^Shareholder  voting  in  mutual  funds,  as  in  most  publicly  held 
enterprises,  is  conducted  almost  entirely  by  proxy.  In  most  instances 
proxies  are  solicited  only  on  behalf  of  management.  The  Com¬ 
mission’s  proxv  rules  require  that  the  form  of  the  management  proxy 
afford  shareholders  an  opportunity  to  signify  either  their  acceptance 
or  rejection  of  management  proposals.  In  addition,  the  lul®, 
reauire  under  certain  circumstances,  that  the  proxies  of  management 
provide  shareholders  with  an  opportunity  to  vote  on  proposals 
initiated  by  shareholders.123 


120  Wharton  Report  494. 

,22  |eucfe  uaffibM: 14  under  the  Exchange  Act;  Investrnent  Corapany  Act  S6C-  2°a' 

123  Rule  14a-8. 
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The  shareholders’  opportunity  to  accept  or  reject  management  and 
shareholder  proposals  can  provide  them  with  meaningful  alternatives 
in  connection  with  most  matters  for  which  their  approval  is  solicited. 
As  a  practical  matter,  however,  these  alternatives  do  not  exist  in 
connection  with  shareholder  approval  of  advisory  contracts.  Proxy 
contests  initiated  by  competing  investment  advisers  have  taken 
place  only  in  very  rare  instances  where  existing  management  relation¬ 
ships  have  completely  broken  down.124  The  shareholders  themselves 
cannot  select  a  new  adviser,  formulate  a  new  advisory  contract  or 
set  a  new  advisory  fee;  only  the  fund’s  board  of  directors  and  the 
shareholders  acting  together  can  do  that.  The  shareholders  alone 
can  only  ratify  or  refuse  to  ratify  what  management  proposes.  Share¬ 
holder  refusal  to  adopt  or  renew  the  contract  proposed  by  management, 
however,  might  leave  the  fund  without  an  effective  advisory  contract, 
and  the  Act  provides  that  no  person  or  organization  may  serve  as  an 
investment  adviser  to  a  registered  investment  company  except  pursu¬ 
ant  to  a  written  contract.1-5  Thus,  exercise  of  the  shareholders’  right 
to  refuse  to  ratify  the  adoption  or  the  renewal  of  an  advisory  contract 
is  fraught  with  uncertainty  for — and  possibly  with  harm  to — the 
fund’s  operations.  The  drastic  consequences  that  may  attend  the 
exercise  of  that  right  impair  its  effectiveness  as  a  control  over  advisory 
fees. 

Given  sufficient  shareholder  understanding  of  and  unrest  over 
advisory  fee  rates,  shareholders  might  attempt  through  the  exercise 
of  their  voting  rights  to  obtain  a  reduction  in  advisory  fees  by  electing 
a  board  of  directors  or  trustees  independent  of  existing  management 
and  pledged  to  seek  a  reduction.  The  directors  or  trustees  of  most 
funds  are  elected  annually  by  shareholders,  and  the  Act  contains 
provisions  designed  to  safeguard  this  right.126 

The  election  of  directors  independent  of  or  opposed  to  the  existing 
management  in  other  types  of  publicly  held  corporations — while 
not  common — does  occur  on  some  occasions.  Often  this  occurs 
because  a  large  stockholder  or  an  organized  group  of  stockholders 
has  enough  voting  power  to  elect  one  or  more  directors  themselves 
or  hold  a  large  enough  interest  in  the  company  to  be  willing  to  expend 
the  substantial  resources  necessary  for  conducting  a  proxy  contest  to 
achieve  their  objective.127 

But  there  is  little  likelihood  of  shareholder-initiated  opposition  to 
the  management  of  a  mutual  fund.  Mutual  fund  managers  through 
their  relationships  with  the  dealers  and  salesmen  who  sell  the  funds’ 
shares  have  an  advantage  over  outsiders  in  the  solicitation  of  share¬ 
holder  votes  that  managements  of  most  other  publicly  held  corpora¬ 
tions  do  not  have.  Moreover,  as  the  Wharton  Report  noted,  mutual 
fund  shareownership  tends  to  be  more  highly  dispersed  than 


124  Such  a  proxy  contest  took  place  with  respect  to  Manaeed  Funds,  Inc.,  after  the  Commission  found  that 
existing  management  had  committed  serious  violations  of  the  Federal  securities  laws  in  connection  with 
their  management  of  the  funds.  See  Managed.  Funds,  Inc.,  39  SEC  313  (1959);  see  also  ch.  IV,  p  192  supra 
124  Act,  sec.  15(a). 


128  Except  for  common  law  trusts  organized  prior  to  1940,  the  Act  requires  that  all  stock  issued  by  registered 
management  investment  companies  to  be  voting  stock  with  voting  rights  equal  to  those  of  every  other  out¬ 
standing  stock.  Act,  sec.  18(i).  Voting  stock  is  defined  as  stock  “presently  entitling  the  owner  or  holder 
thereof  to  vote  for  the  election  of  directors  of  a  company.  ”  Act,  sec.  2(a)  (40) .  The  term  “directors"  includes 
“any  natural  person  who  is  a  member  of  a  board  of  trustees  of  a  management  company  created  as  a  common 
law  trust.”  Act,  sec.  2(a) (12). 

127  Under  the  law  of  most  jurisdictions,  management  may  use  corporate  assets  for  reasonable  expenses  in¬ 
curred  in  connection  with  a  proxy  fight,  but  opposing  shareholders  can  obtain  reimbursement  from  the  cor¬ 
poration  for  their  expenses  only  if  they  are  successful.  5  Fletcher,  Cyclopedia  Corporations  226-229  (Perm 
ed.,  1952  Rev.  Vol.).  1  Homstein,  Corporation  Law  and  Practice  431.  Steinberg  v.  Adams,  90  F.  Supp.  604 
(S.D.  N.Y.,  1950);  Campbell  v.  Loews,  Inc.,  134  A.  2d  852  (Del.  Ch.,  1957);  Rosenfeld  v.  Fairchild  Engine  & 
Airplane  Corp.,  309  N.Y.  168, 128  N.E.  2d  291  (1951). 
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that  of  other  publicly  held  enterprises,  with  the  dispersion  being 
greatest  in  larger  funds.128  Seldom  does  any  individual  or  organized 
group  of  public  shareholders  own  a  significant  portion  of  the  out¬ 
standing  shares  of  any  of  the  larger  funds.  Should  such  large  share¬ 
holders  as  there  are  become  dissatisfied  with  a  fund’s  management, 
they  may  redeem  their  shares  at  current  net  asset  value.129  On  the 
other  hand,  large  shareholders  of  other  types  of  enterprises  may  find 
it  difficult  to  liquidate  their  holdings  at  current  market  prices. 

In  mutual  funds,  as  in  other  publicly  held  enterprises,  shareholder 
voting  can  serve  as  an  important  method  of  communication  with 
management.  Indications  of  shareholder  dissatisfaction  expressed  in 
this  way  may  play  a  significant  role  in  influencing  the  actions  of  fund 
managers  on  many  matters  of  policy.  But  shareholder  voting  rights 
cannot  be  used  effectively  to  obtain  departures  from  traditional  fees 
that  inadequately  reflect  the  economies  of  size  in  the  management  of 
investment  companies  or  with  respect  to  other  matters  that  affect 
so  crucially  the  interests  of  the  adviser  and  those  who  are  affiliated 
with  it. 


Jj.  The  role  of  the  unaffiliated  directors 

Mutual  fund  advisers  generally  are  the  organizers  of  the  fund  and, 
as  such,  select  the  fund’s  original  board  of  directors.  Although  the 
fund  later  may  grow  to  substantial  size,  because  of  the  diffusion  of 
share  ownership  and  the  absence  of  organized  shareholder  participa¬ 
tion  in  fund  affairs,  the  power  to  select  the  fund’s  directors  remains  with 
the  original  organizers  or  their  successors.  The  adviser’s  discretion 
generally  is  limited  only  by  those  provisions  of  the  Act,  which  require 
that  specified  percentages  of  the  board  members  not  be  officers  or 
employees  of  the  fund  or  persons  affiliated  with  the  adviser,  its  prin¬ 
cipal  underwriter,  its  regular  broker,  or  any  investment  banker  and 
their  affiliates.130 

The  unaffiliated  directors  are  in  a  position  to,  and  frequently  do, 
perform  a  valuable  service  for  the  funds  and  their  shareholders. 
They  often  bring  broad  perspectives  from  their  diverse  business  and 
professional  experience  to  the  management  of  fund  affairs,  and  in 
many  instances  they  have  sought  to  fulfill  their  responsibilities  in  a 
highly  responsible  and  dedicated  way.  The  Wharton  Report  sug¬ 
gested,  however,  that  unaffiliated  directors  “may  be  of  restricted  value 
as  an  instrument  for  providing  effective  representation  _  of  mutual 
fund  shareholders  in  dealings  between  the  fund  and  its  investment 
adviser.”  131  The  unaffiliated  directors  usually  have  other  occupations 
and  necessarily  cannot  devote  unlimited  time  to  their  directorial 
duties— duties  for  which  they,  like  other  corporate  directors  who 
are  not  part  of  full-time  management,  seldom  receive  more  than 
minimal  compensation.  They  also  have  no  staff  of  officers  and  em¬ 
ployees  who  work  for  and  are  compensated  by  the  fund,  in  most 
cases,  even  the  fund’s  counsel  is  the  adviser’s  counsel  as  well.  Hence 


128  u/hortnn  Rpnnrt  *>3-57  An  exception  to  this  is  The  Fund  of  Funds,  Ltd.,  &  foreign  investment  com- 

S“  1 ShtSldufeyrth  to  Invest  the  proceeds  in  another  load  fund,  they  may  do  so  at  sales  loads  as  low  as  1 

lnvesTment^ompany  &  Virajorlty*  ftite°dlrMtors  must  t^persons'whoare^iot 

p^cipal'underwrlteiaor^egular  hookers  to  the  company  or  Investment  bonkers  or  affiliated  persons  ot  suclt 
underwriters  or  brokers  or  of  investment  bankers.  Sec.  10. 
i3i  Wharton  Report  34. 
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the  unaffiliated  directors  necessarily  obtain  most  of  their  information 
about  fund  operations  from  persons  who  also  owe  allegiance  to,  and 
obtain  the  preponderance  of  their  compensation  from,  the  adviser- 
underwriters  and  who  cannot  be  expected  to  look  at  such  matters  as 
advisory  fees  in  a  disinterested  way.132 

It  has  been  the  Commission’s  experience  in  the  administration  of 
the  Act  that  in  general  the  unaffiliated  directors  have  not  been  in 
a  position  to  secure  changes  in  the  level  of  advisory  fee  rates  in 
the  mutual  fund  industry.  In  most  instances  the  adviser  serves  as, 
or  is  closely  affiliated  with,  the  fund’s  principal  underwriter  which 
maintains  a  distributing  organization  for  the  fund’s  shares.  The 
organization  that  has  developed  over  a  period  of  years  to  manage 
the  fund’s  portfolio  and  to  furnish  it  with  some,  and  in  certain  cases 
virtually  all,  of  the  nonadvisory  services  necessary  to  its  operation 
belongs  to  the  adviser  and  not  to  the  fund.  Indeed,  in  some  cases 
all  of  the  fund’s  records  are  maintained  by  the  fund’s  adviser.  Al¬ 
though  the  unaffiliated  directors  under  State  law  have  an  unqualified 
right  of  access  to  these  records,  the  adviser,  as  a  practical  matter, 
is  in  a  position  to  seriously  hamper  any  employment  of  that  right 
which  might  interfere  with  or  threaten  the  adviser’s  operation  of  or 
control  over  the  fund. 

Thus,  negotiations  between  the  unaffiliated  directors  and  fund 
advisers  over  advisory  fees  would  lack  an  essential  element  of  arm’s- 
length  bargaining — the  freedom  to  terminate  the  negotiations  and  to 
bargain  with  other  parties  for  the  same  services.  In  view  of  the 
fund’s  dependence  on  its  existing  adviser  and  the  fact  that  many 
shareholders  may  have  invested  in  the  fund  on  the  strength  of  the 
adviser’s  reputation,  few  unaffiliated  directors  would  feel  justi¬ 
fied  in  replacing  the  adviser  with  a  new  and  untested  organization 
simply  because  of  difficulty  in  obtaining  a  reduction  in  long-established 
fee  rates  which  are  customary  in  the  industry. 

Moreover,  even  if  some  of  the  unaffiliated  directors  were  so  inclined, 
they  might  not  have  the  power  to  obtain  another  investment  adviser 
for  the  fund.  In  some  cases,  the  unaffiliated  directors  are  only  a 
minority;  in  many  others  they  constitute  only  a  bare  majority  of  the 
board  of  directors  and  would  need  the  support  of  all  the  unaffiliated 
directors  for  this  drastic  step.  Even  with  such  support  it  is  unlikely 
that  the  action  of  the  unaffiliated  directors  would  be  uncontested, 
since  the  interest  of  the  existing  advisory  organization  in  continuing 
its  relationship  to  the  fund  might  induce  the  adviser  to  devote  con¬ 
siderable  resources  to  a  proxy  contest  to  retain  control  of  that  rela¬ 
tionship. 

The  possibility  of  disrupting  the  fund’s  operations,  the  prospect  of 
a  bitter  and  expensive  proxy  contest,  and  the  risk  and  uncertainty 
involved  in  replacing  the  entire  fund  management  organization  with 
a  new  and  untested  one,  make  termination  of  the  existing  advisory 
relationship  a  wholly  unrealistic  alternative  in  negotiations  over  ad¬ 
visory  fees.  Without  such  an  alternative,  advisory  fees  negotiated 
between  advisers  and  the  unaffiliated  directors  lack  the  essential  ele¬ 
ment  of  arm’s-length  transactions  and  provide  inadequate  assurance 
that  the  fees  bear  a  reasonable  relationship  to  the  price  at  which 
similar  services  could  be  obtained  in  a  genuinely  competitive  market. 


CL  Wharton  Report  67-68. 
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5.  The  position  of  the  investment  adviser 

The  absence  of  competitive  pressures,  the  limitations  of  disclosure, 
the  ineffectiveness  of  shareholder  voting  rights,  and  the  obstacles  to 
more  effective  action  by  the  unaffiliated  directors  have  meant  that 
the  determination  whether  and  to  what  extent  the  economies  of  size 
realized  from  fund  growth  should  be  shared  with  the  funds  and  their 
shareholders  is  left  largely  to  the  judgment  of  the  adviser.  As  noted, 
some  advisers  voluntarily  had  reduced  the  fee  rates  for  the  funds  under 
their  management  long  before  the  publication  of  the  Wharton  Report 
and  the  institution  of  shareholder  litigation  attacking  the  fees  as 
excessive.  However,  most  advisers  did  not.  Moreover,  the  ability 
of  the  managements  of  the  publicly  held  fund  advisory  organiza¬ 
tions  to  initiate  reductions  in  advisory  fee  rates  in  the  interest  of 
fund  shareholders  is  significantly  affected  by  their  responsibilities  to 
the  advisers’  public  investors. 

Under  these  circumstances,  for  most  funds  only  the  pressures 
generated  by  the  Wharton  Report  and  the  pendency  of  shareholder 
litigation  have  been  sufficient  to  effect  departures  from  the  pattern 
of  the  flat  0.50  percent  fee  rate  prevailing  in  the  industry.  The 
extent  of  these  departures  in  many  instances  has  not  been  substantial. 
The  reasons  for  this  lie  in  an  understanding  of  the  background  and 
nature  of  the  shareholder  fee  litigation  and  the  circumstances  under 
which  most  of  the  suits  were  terminated. 


6.  The  advisory  fee  in  the  courts 
(a)  Background 

Although  the  absence  of  a  sharing  of  the  economies  of  size  with  the 
funds  may  not  have  elicited  widespread  concern  among  fund  share¬ 
holders  and  directors  in  the  context  of  the  rising  stock  markets  of 
the  1950’s,  it  did  lead  to  the  institution  of  numerous  lawsuits  attacking 
the  fees  as  excessive.  Starting  in  1959  over  50  suits  were  instituted 
against  18  mutual  fund  advisers.  The  suits  involved  mainly  the 
advisory  fees  paid  to  the  investment  advisers  of  most  of  the  larger 
externally  managed  funds  and  fund  complexes.133 

In  two  cases,  trustee’s  fees  were  attacked.134  In  each  instance  the 
litigation  brought  by  fund  shareholders  was  in  the  form  of  a  derivative 
suit,  a  procedural  device  designed  to  permit  minority  shareholders 
to  enforce  a  corporation’s  claim  against  its  officers,  directors,  and 
controlling  persons  as  well  as  against  third  persons  when  those  in 
control  of  the  corporation  are  reluctant  to  act.135  The  courts  have 


i33  None  of  these  suits  involved  managerial  compensation  paid  by  internally  managed  investment  com  ¬ 
panies  However.  Entel  v.  Guillen,  223  F.  Supp.  129  (S.D  .N.Y.,  1963)  was  a  derivative  action  on  behalf 
of*  At  las  Corp  an  internally  managed  closed-end  investment  company,  to  recover  certain  insurance  broker- 
? Liv Ai m i c q'  n s  which  Atlas  directors  were  alleged  to  have  received  in  violation  of  the  Investment  Corn- 
pan  v  Act.  Plaintiff's  case  was  based  on  section  17(e)(1)  of  the  Act,  which  makes  it  u  n  1  a  wf  i  >  lfo  ranya  fTl  1  i  a  ted 
*  e  rpamtprpri  investment  company  “acting  as  agent,  to  accept  from  any  source  any  compensation 
Mother  than  a  regular  salary  or  wages  from  such  registered  company)  for  the  purchase  or  sale  of  any  property 
to  o/for^ch^eldst&red1  company,  or  any  controlled  company  thereof,  except  in  the  course  of  such  person  s 
hnsine^  as  Ml  underwriter  or  broker.”  The  action  was  subsequently  settled.  Neuwnth  v  Allen,  338  F. 

S& pVd0ti^  furnished  to  the 

Cohen  f/B^Lri^dMl  Lodn  Corp.,  337  U.S.  541,  548  (1949).  See  also,  Suromtz  v.  Hdton  Hotels 
Corporation,  383  U.S.  363  (1966). 
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held  that  mutual  fund  shareholders  may  institute  derivative  suits 
just  as  shareholders  of  other  types  of  enterprises  do.136 

The  primary  defendants  in  these  suits  were  the  investment  advisers 
and  the  fund  directors  who  are  affiliated  with  them.  Some  of  the 
complaints  charged  that  the  funds’  advisory  contracts  had  not  been 
validly  renewed.  Some  charged  irregularities  in  the  operation  of  the 
funds.  But  the  focal  point  of  all  the  complaints  was  the  advisory 
fee.  They  alleged  that  the  fees  for  various  years  in  the  late  1950’s 
and  early  1960’s  were  unreasonable  and  excessive  and  that  payment 
thereof  constituted  a  waste  of  the  funds’  assets  and  a  breach  of 
fiduciary  duty  in  violation  of  applicable  State  law  and  provisions  of 
the  Act. 

( b )  The  fully  litigated  cases 

The  shareholder  litigation  against  all  but  one  of  the  advisers  has 
now  been  terminated.137  In  most  cases  settlements  were  reached 
which  provided  for  some  reduction  in  advisory  fees  to  be  charged  in 
future  years.  In  only  three  cases  did  the  termination  result  from  a 
judgment  on  the  merits  based  on  an  evidentiary  record  developed  in 
an  adversary  proceeding.  Each  of  the  three  fully  litigated  cases 
(• Meiselman  v.  Eberstadt,  decided  in  May  of  1961, 138  Saxe  v.  Brady, 
decided  in  September  of  1962, 139  and  Acampora  v.  Birkland,  decided 
in  July  of  1963)  140  held  that  the  plaintiffs  had  failed  to  prove  the  fees 
legally  excessive  and  resulted  in  a  judgment  for  the  defendants.141 

The  plaintiff  in  the  Meiselman  case  was  a  shareholder  of  Chemical 
Fund,  Inc.  He  contended  that  the  fund’s  advisory  agreement  had 
resulted  in  the  payment  of  excessive  compensation  to  its  investment  ad¬ 
viser  from  1956  to  1960.  However,  compared  to  the  fees  charged  other 
externally  managed  funds,  Chemical’s  advisory  fees  were  relatively 
low.  In  1956  at  a  time  when  most  mutual  funds  were  being  charged 
a  flat  rate  of  0.50  percent  on  all  their  assets,  Chemical’s  advisory 
contract  had  been  changed  to  provide  for  significant  scale  downs 
from  the  basic  rate.142  Chemical  had  1956  year  end  net  assets  of 
$134.0  milhon.  In  that  year  its  advisory  fee  amounted  to  0.44  per¬ 
cent  of  average  net  assets.  By  year  end  1960  Chemical’s  net  assets 
increased  to  $269.7  milhon,  and  its  advisory  fee  rate  dropped  to  0.35 
percent. 


■3«  In  Taussig  v.  Wellington  Fund,  Inc.,  187  F.  Supp.'179,  195-197  (D.  Del.,  1960)  affi'd.,  313  F  2d  472  (C  A 
3),  certiorari  denied,  374  U.S.  806  (1963),  the  court  rejected  the  contention  that  externally  managed  mutuai 
funds  are  simply  vehicles  by  which  investment  advisers  furnish  their  services  to  large  numbers  of  clients 
Similarly,  contentions  that  the  shareholders  of  the  Keystone  Custodian  Funds,  which  are  organized  as  com- 
mon  law  trusts,  could  not  utilize  the  derivative  suit  on  the  ground  that  they  were  not  shareholders  but 
individual  clients  of  the  adviser  who  could  terminate  the  advisory  relationship  simply  by  redeeming  their 
shares  were  rejected  by  the  court  in  Saminsky  v.  Abbott,  185  A.2d  765,  770-772  (Del.  Ch„  1961).  settlement 
approved,  194  A.2d  549  (Del.  Ch.,  1963),  affirmed  sub  nom.,  Kleinman  v.  Saminsky,  200  A. 2d  572  (Del  Sud 
Ct.),  certiorari  denied,  379  U.S.  900  (1964).  1  p 

137 1“  the  Pending  case  a  settlement  has  been  proposed.  For  a  discussion  of  the  settlements  see  pp  138- 
14Lg  injra.^  For  a^tabujar^summary  of  the  results  of  this  litigation  see  table  III-ll  at  p.  154,  infra. 

»*  40  Del.’  Ch!  474^  184  A^2d  6O2! 
i«  220  F.  Supp.  527  (D.  Colo.). 

141  Although  the  Commission  participated  amicus  curiae  on  preliminary  legal  issues  involved  in  several 
of  the  shareholder  suits,  it  did  not  participate  on  any  of  the  factual  issues  involved  in  either  the  fully  litigated 
cases  or  the  settlements.  William  L.  Cary,  then  Chairman  of  the  Commission,  pointed  out  that  “the  focus 
of  these  suits  is  in  large  part  upon  the  question  of  the  fee  scale  *  *  »  the  thrust  of  these  suits  goes  to  the 
structure  and  organization  of  mutual  funds  and  the  related  responsibilities  and  duties  of  directors  and  other 
affiliated  persons.  These  matters  warrant  and  are  receiving  careful  study  by  the  Commission  in  a  far  more 
comprehensive  way  than  would  be  possible  to  develop  from  the  evidence  in  individual  lawsuits  ”  Hearings 
before  a  subcommittee  of  the  House  Committee  on  Foreign  and  Interstate  Commerce  on  H  R  11670  87th 
Cong.,  2d  sess.  (1962)  19-20.  ' 

>«  The  contract  provided  for  the  following  annual  rates: 

One-half  of  1  percent  on  the  first  $75  million  in  assets; 

Three-eighths  of  1  percent  on  the  next  $50  million  in  assets; 

One-fourth  of  1  percent  on  assets  in  excess  of  $125  million. 
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Plaintiff’s  case  was  based  on  the  theory  that  a  mutual  fund  advisory 
fee  was  simply  a  specialized  type  of  executive  compensation  and 
that  the  partners  of  F.  Eberstadt  &  Co.,  Chemical’s  investment 
adviser,  who  also  serve  as  Chemical’s  officers  and  directors,  were 
entitled  to  be  compensated  only  for  the  time  that  they  spent  on 
Chemical’s  affairs  and  only  at  rates  comparable  to  the  compensa¬ 
tion  received  by  salaried  executives  with  analogous  responsibilities.143 
Plaintiff  contended  that  all  net  advisory  income  in  excess  of  such  a 
measure  of  compensation  was  unreasonable  and  should  be  refunded 
to  Chemical.144 

The  court  rejected  the  view  that  the  fairness  of  a  mutual  fund 
adviser’s  profits  was  to  be  judged  on  the  same  basis  as  executive 
salaries  and  held  that  under  all  the  circumstances  the  advisory  fees 
were  not  excessive.145  In  reaching  its  decision  the  court  emphasized 
the  approval  of  the  advisory  contract  by  the  fund’s  shareholders  and 
its  directors,  a  majority  of  whom  were  unaffiliated  with  the  adviser- 
underwriter.  It  further  noted  that  Chemical’s  advisory  fee  rate  was 
lower  than  “the  average”  in  the  mutual  fund  industry.  The  court 
stated  : 


Fiduciaries,  of  course,  may  not  pay  themselves  excessive 
compensation,  but  here  must  be  added  the  fact  that  the 
non-affiliated  majority  directors,  whom  plaintiff  tacitly 
admitted  he  could  not  prove  were  dominated  by  defendants, 
approved  the  compensation  arrangement  yearly  with  knowl¬ 
edge  of  the  company’s  audit.  Moreover,  the  stockholders 
approved  the  basic  compensation  arrangement  in  1956  and 
1961,  albeit  they  did  not  know  the  company’s  “net  income” 
before  taxes.  Finally,  as  noted,  it  appears  that  the  basic 
charges  appearing  in  the  management  agreements  for  the 
pertinent  years  are  lower  than  the  average  in  the  mutual 
fund  field.146 

Meiselman  was  an  atypical  case  in  that  it  involved  an  advisory  fee 
rate  that  had  been  voluntarily  reduced  to  a  level  unusually  low  for 
the  mutual  fund  industry  then  or,  indeed,  now.14'  The  court  s 
reasoning,  however,  foresnadowed  to  some  extent  its  decision  in 
Saxe  v.  Brady, 148  where  it  held  a  flat  0.50-percent  fee  on  the  assets  of  a 
very  large  fund  legally  permissible.  In  that  case  the  plaintiffs  were 
shareholders  of  Fundamental  Investors,  Inc  ,  a  fund  with  assets  of 
about  $557  million  at  June  30,  1962."*  They  contended  that  the 


!“  KiSno  claim  bed  on  ■  •  •  rendered 

sis.”  (170  A. 2d  at  722).  This  appropriate  salaries  and  allowances  for 

entitled  to  entrepreneurial  profits  over  and  above  ail  cost  ,  od  90 7  (D el  Sup.  Ct„  1962);  Saxe  v.  Brady, 

managerial  skill.  Cf  Krteger  v.  Awie r*™j  40D' el.  Ch  363^^  ^  experlence  and  skill  developed  in  other 
40  Del.  Ch.  474,  184  A. 2d  602,  615-616  (1 I  e  .  .,  time  h  spends  on  a  particular  client  s 

sr,r,K?s  ?.  .he  .. 

Cherny 

to  0.30  percent  of  net  assets  ^"^Howefer,^  it  was  more  than  double  the  management  costs 

fund  industry  (See  table  P; J.8.’ ! Nestors  Trust  and  the  companies  in  the  Broad  Street  complex. 

ms  40  Del.  Ch.  474,  184  A2d  602  (1962).  Hprlinain  stock  nrices.  At  the  end  of  1961  Funda- 

„£2?EKf Clen'“' 

of  a  larger  fund  complex.  (See  table  II-3  at  p.  supra.; 
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0.50  percent  rate  that  Fundamental  was  paying  to  its  adviser,  Inves¬ 
tors  Management  Co.,  was  “unreasonable,  excessive,  and  an  illegal 
uaste  and  spoliation  of  the  fund’s  assets.”  150  The  plaintiff’s  position 
was  predicated  on  the  fact  that  three  other  funds  that  they  considered 
comparable  to  Fundamental  were  paying  appreciably  lower  rates  for 
investment  management 151  and  on  the  further  fact  that  Funda¬ 
mental’s  investment  adviser  was  earning  a  net  profit  of  about  $2  mil¬ 
lion  a  year  before  taxes.152 

The  court  observed  that  “based  on  the  1959  and  1960  figures  the 
profits  are  certainly  approaching  the  point  where  they  'are  out¬ 
stripping  any  reasonable  relationship  to  expenses  and  effort  even  in  a 
legal  sense.”  153  The  court  apparently  recognized  that  the  defendants 
had  a  duty  to  deal  fairly  with  the  fund  and  that  the  burden  of  proving 
fairness  normally  would  be  on  the  defendants.  It  held,  however, 
that  because  the  fund’s  shareholders  had  ratified  the  advisory  con¬ 
tract,  the  defendants  were  relieved  of  the  burden  of  showing  fairness 
and  the  plaintiff  had  to  bear  the  burden  of  proving  affirmatively 
that  the  fees  were  so  excessive  as  to  constitute  a  “waste”  of  cor¬ 
porate  assets.  As  the  court  put  it: 


When  the  shareholders  ratify  a  transaction,  the  interested 
parties  are  relieved  of  the  burden  of  proving  the  fairness  of 
the  transaction.  The  burden  then  jails  on  the  objecting 
stockholders  to  convince  the  court  that  no  person  of  ordinary , 
sound  business  judgment  would  be  expected  to  entertain  the 
view  that  the  consideration  was  a  fair  exchange  for  the  value 
which  was  given. 154 


150 182  A.2d  at  604. 

»  «;',-T.heJtSree/unds  which  plaintiffs  compared  with  Fundamental  were  Massachusetts  Investors  Trust, 
Affiliated  Fund,  Inc.,  and  Wellington  Fund,  Inc.  Massachusetts  Investors  Trust  is,  of  course,  internally 
managed.  Affiliated  and  Wellington,  however,  are  managed  by  investment  advisers.  Plaintiffs  pointed 
out  that  although  Fundamental  was  still  paying  a  flat  0.50  percent,  Affiliated’s  rate  had  been  reduced  to 
(a)  0.50  percent  annually  on  the  first  $50  million,  (6)  0.375  percent  on  the  next  $50  million,  and  (cl  0.25  percent 
on  tAeJ?al£??e:  and  Wellington’s  rate  to  (a)  0.50  percent  on  the  first  $70  million,  (6)  0.375  percent  on  the 
next  $50  million,  and  (c)  0.25  percent  on  the  balance  (184  A. 2d  at  612). 

im  Fundamental’s  investment  adviser,  Investors  Management  Co.,  Inc.,  was  a  wholly  owned  subsidiary 
of  its  principal  underwriter.  Hugh  W.  Long  &  Co.,  Inc.  The  $2  million  figure  referred  to  in  the  text  was 
u  edu0niP  amti“  s  reconstruction  the  underwriter’s  accounts.  In  this  reconstruction  certain  expenses 
that  the  Long  organization  had  allocated  to  the  adviser  were  reallocated  to  the  principal  underwriter  on  the 
ground  that  such  expenses  were  part  of  the  cost  of  selling  new  shares,  not  of  the  cost  of  supplying  investment 
advice.  The  court  found  itself  unable  “on  this  record  to  overturn  management’s  allocation.”  However 
it  went  on  to  add:  “But  by  refusing  to  overturn  these  allocations,  the  court  does  not  thereby  affirmatively 
approve  them.  The  area  of  corporate  affairs  here  involved  is  one  in  which  an  element  of  judgment  is  always 
present.  In  this  case  the  difficulty  is  compounded  by  the  reluctance  of  the  court  to  interfere  where  the 
allocation  was  effected  between  a  parent  company  and  its  wholly-owned  subsidiary.  In  short,  the  inquiry 
is  not  as  meticulous  as  one  where  liability  is  predicated  solely  upon  the  propriety  of  allocations  between  the 
■companies  *  *  *”  (184  A.2d  at  609). 

The  parties  did  not  raise  and  the  court  did  not  consider  the  propriety  of  justifying  advisory  fees  on  the 
basis  of  a  management  decision  to  subsidize  sales  of  fund  shares. 

184  A.  2d  at  616. 

154  184  A.  2d  at  610  [emphasis  added]. 
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Applying  the  ratification-waste  tests  that  it  deemed  controlling 
under  Delaware  law,155  the  court  was  unable  to  attach  much  weight 
to  the  adviser’s  evident  failure  to  share  the  economies  attributable  to 
the  growth  of  the  fund  with  the  fund’s  shareholders.  In  this  connec¬ 
tion  the  court  relied  on  the  fact  that  other  funds  larger  than  Funda¬ 
mental  paid  advisory  fees  at  the  same  rate.156  It  also  stated  that  “it 
is  a  matter  of  common  knowledge  that  compensation  in  the  mutual 
fund  industry  is  paid  on  a  percentage  basis,”  and  that  “this  provides 
an  incentive  for  the  manager  to  increase  the  size  of  the  Fund.”  The 
court  assumed  that  in  the  case  of  a  fund  as  large  as  Fundamental 
such  growth  “benefits  the  stockholders”  even  in  the  absence  of  a 
scaled-down  fee  schedule.157 

The  court  observed,  however,  that  growth  of  fund  assets  could  at 
some  point  make  the  0.50  percent  fee  rate  legally  excessive  even  under 
the  “waste”  test.  The  court  stated: 


Since  the  management  contract  must  be  re-evaluated  by 
the  board  of  the  Fund  at  fixed  periods,  ideally  a  truly  inde¬ 
pendent  and  active  board  would  be  expected  to  be  alert  to 
the  factors  I  have  mentioned.  In  other  words,  it  is  not  to 
be  assumed  that  an  independent  board  would  wait  until  the 
fees  paid  under  the  management  contract  warranted  a  finding 
of  waste  before  attempting  to  negotiate  a  better  deal.  *  *  * 
[T]he  business  community  might  reasonably  expect  that  at 
some  point  those  representing  the  fund  would  see  that  the 
management  fee  was  adjusted  to  reflect  the  diminution  in 
the  cost  factor.158 


In  the  third  and  last  of  the  fully  litigated  cases,  Acampora  v. 
Birkland ,159  plaintiff’s  attack  on  the  propriety  of  a  0.50  percent  fee 
was  rejected  on  the  authority  of  Saxe  v.  Brady  and  Meiselman  v. 


Other  courts  have  also  held  that  a  challenged  payment  or  transaction  which  has  been  ratified  by  the 
shareholders  can  be  set  aside  only  if  “wasteful.”  Absent  ratification,  “  unreasonableness  or  “unfairness 
would  be  sufficient  to  warrant  judicial  intervention.  The  classic  case  is  Rogers  v.  Hill,  289  U.S  .582  (1933). 
Under  those  cases,  however,  the  burden  is  still  on  the  defendants  to  show  that  the  transaction  under 
attack  was  not  “wasteful.”  The  rule  that  relieves  the  defendants  from  the  burden  of  justifying  their  con¬ 
duct  and  obligates  the  complaining  shareholders  to  demonstrate  affirmatively  that  the  transaction  was 
wasteful  seems  to  be  a  relatively  recent  Delaware  innovation.  Moreover,  the  present  Delaware  require¬ 
ment  that  the  plaintiff  must  demonstrate  that  “no  reasonable  businessman  fully  informed  as  to  the 
respective  values,  and  acting  in  good  faith  could  be  expected  to  consider  the  bargain  attractive  to  the 
corporation  *  *  *”  (Gottlieb  v.  Heyden  Chemical  Corp.,  33  Del.  Ch.  177,  91  A.  2d  57  (Del.  Sup.  Ct.,  195-)) 
and  that  “what  the  corporation  has  received  is  so  inadequate  in  value  that  no  person ;°! ,£IdAno!7finS2,fiio 
business  judgment  would  deem  it  worth  what  the  corporation  has  paid  (Saxe  v.  Brady,  184  A.  _d  602,  610 
(1962))  goes  far  beyond  anything  said  in  Rogers  v  Hill  or  m  other  cases.  See  note,  The  ^rab^ion 
Rule  and  the  Demand  Requirement:  The  Case  for  Limited  Judicial  Review,  63  Col.  L.  Rev.  1086,  111)1  1102 
(1963)  describing  the  doctrine  of  the  recent  Delaware  cases  as  one  under  which  the  shareholdere  pei  form 
absolution  by  shackling  a  minority  shareholder  with  an  almost  insurmountable  burden  of  proof  at  t  ial. 

The  shareholder  ratification  test  as  so  applied  seems  to  produce  much  the  same  effect  as  an  exculpatoiy 
clause  The  application  of  this  doctrine  to  investment  companies  seems  inconsistent  with  the  Congies- 
sional  oolicv  against  exculpatory  clauses  for  investment  company  insiders.  Act,  secs.  17  (h)  and  (l). 
isc  The  court  rejected  plaintiffs’  contention  that  the  dollar  amounts  paid  (as  distinguished Qfgn  "  Vm a  n 
.  v  i  - 1  „  ,,/itricArv  r'nntraf't  wptg  pxcpssivg.  Although  th6  court  noted  that  during  1959  ancl  l9oi 
Fundamental’s  advisory1^ fee  was  about  60  percent  higher  than  that  of  Affiliated  and  Wellington,  it  concluded 
ho  awnmed  that  the  fees  of  Affiliated  or  Wellington  automatically  establish  the  legitimate 
outer  bmftTpa^men^r  advisory  service.^”  that  “a  large  degree  of  variation  in  the  amounts  paid  is  un- 
exceptiOTiable  and  that  fees  falling  in 

!"  “ TorWdiSl»WihS»»  “l the -  through  .dopti.n  or.go.M- 
do.l  fte  »to/ul.  whil;  «n  oppe.1  Iron,  the  Mel  court',  decision  was  pendmg,  see  uoteyog  .t  P.  138. 
in  220  F.  Supp.  527  (D.  Colo.,  1963). 
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Eberstadt .16°  The  plaintiff  in  Acampora  was  a  shareholder  of  Financial 
Industrial  Fund,  Inc.  (“FIF”),  founded  in  1935.  At  the  end  of  1955 
its  assets  were  about  $47  million.  By  mid-1961  they  had  risen  to 
approximately  $243  million.161  Plaintiff’s  original  contention  was 
that  the  flat.  0.50  percent  advisory  fee  rate  was  in  itself  excessive.  He 
abandoned  that-  contention  in  view  of  the  decision  in  Saxe  v.  Brady 
and  based  his  claim  on  the  theory  that  FIF’s  advisory  fee  was  excessive 
because  it  was  getting  fewer  services  in  return  for  the  0.50  percent 
fee  paid  its  adviser  than  other  funds  were  getting  from  their  advisers.162 
He  contended  that  as  a  result  of  this  disparity  in  the  services  provided, 
FIF  was  really  paying  more  than  the  conventional  0.50  percent  rate  1(3 
FIF’s  advisory  fee  seemed  “high”  to  the  court,  but  since  it  was  not 
high  enough  to  be  “unconscionable”  or  “shocking,”  Meiselman  v. 
Eberstadt  and  Saxe  v.  Brady  precluded  judicial  intervention.164  The 
coui  t  considered  that  shareholder  approval  of  the  advisory  contract 
was  controlling.165  It  stated: 


As  to  whether  the  one-half  of  1  percent  formula  in  the  in¬ 
stant  case  is  excessive  in  view  of  the  fact  that  Management 
fails  to  perform  many  routine  functions  which  according  to 
counsel  other  funds  do  furnish  is  *  *  *  inherently  difficult, 
since  the  value  of  such  services  is  a  matter  of  judgment  on  the 
part  of  the  persons  who  pay  for  them. 

***** 

Judged  by  the  tests  set  forth  in  Saxe,  that  is,  unconscion¬ 
able  and  shocking,  it  cannot  be  said  from  the  evidence  here 
presented  that  the  amount  paid  was  excessive  because  it  is 
impossible  to  evaluate  the  service  rendered.  The  fact  that 
it  seems  high  to  this  writer  is  not  reliable.166 


On  November  1,  1965,  FIF  adopted  a  new  advisory  contract  under 
which  previous  provisions  for  a  flat  one-half  of  1  percent  fee  for 
advisory  services  and  for  reimbursement  of  the  cost  of  nonadvisory 
services  were  replaced  by  an  arrangement  under  which  FIF  pays  its 
adviser  an  advisoiy  fee  plus  an  “administrative  service  charge.”  Had 
the  new  agreement  been  effective  during  FIF’s  fiscal  year  ending 
August  31,  1965,  it  would  have  saved  the  fund  $12,600  out  of  its 


' T*>.®  ampo™  case  involved  a  number  of  additional  issues.  Amongfthe  more  important  of  these 

^re.  (l)  The  contention  that  certain  of  the  fund’s  allegedly  unaffiliated  directors  were  in  fact  affiliated 
with  its  adviser-underwriter  and  that  the  purportedly  improper  composition  of  the  board  rendered  the 
advisory  and  the  underwriting  contracts  void  under  the  Investment  Company  Act  so  that  the  fund  was 
all  of  the  moneys  that  it  had  paid;  and  (2)  the  contention  that  even  if  the  contracts  Iwere 
nnlw  t  hi ^ 'uscr-uuderwnter  had  breached  them  by  shifting  certain  expenses  that  were  to  be  borne  by  it 
under  the  contracts  to  the  fund.  Plaintiff  s  evidence  with  respect  to  the  “unaffiliated”  directors  showed 
lhat  fh^hih36  rlT?  t<?rS  ^P^nal  friends  of  the  adviser’s  president  and  principal  stockholder  and 
that  they  had  benefited  financially  from  certain  business  dealings  with  the  adviser.  These  circumstances 
the  court  held,  were  insufficient  to  establish  that  the  directors  in  question  were  “affiliated  persons”  of  the' 
adviser  under  section  2(a)  (3  of  the  Act.  For  discussion  of  this  problem,  see  chapter  IX  Stiff’s  con- 
tention  w  ith  respect  to  the  allocation  of  expenses  between  the  fund  and  the  adviser-underwriter  resulted  in 
the  fund’s  recovery  of  over  $.300,000  from  the  adviser.  resuiieu  in 

!!!  220  S’  guPP-  at  535-  By  mid-1966  FIF’s  assets  stood  at  about  $334  million. 

162  220  F.  Supp.  at  547-548. 

163  “Financial  statements  of  numerous  other  mutual  funds  were  offered  in  evidence  *  *  *  to  show  that 

c^’U  (220  FnsSu|epneat  &et  mUCh  m°re  f°r  th6ir  °De'half  °f  1  PCrCent  than  d0es  the  Fund  in  the  instant 

191  220  F.  Supp.  at  M8-549. 

163  The  advisory  agreement  had  been  approved  by  the  shareholders  in  1940.  A  1941  amendment  to  the 
agreement  was  also  approved  by  the  shareholders.  In  1960  the  shareholders  approved  a  new  advisorv  aeree- 
“C'lt.  which  in  itself  effected  little  change  in  the  relationship  between  the  parties”  (220  F  Sudd  at  534) 

loo  220  F.  Supp.  at  549.  J * 
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total  expenses  of  $2, 023, 735. 167  The  scaled-down  fee  schedules  pro¬ 
vided  for  in  the  new  contract,  however,  would  result  in  more  substan¬ 
tial  savings  if  the  fund’s  assets  were  to  increase  substantially. 

(c)  The  settlements 

Although  no  court  has  ever  held  a  mutual  fund  investment  advisory 
fee  legally  excessive,168  the  efforts  of  the  fund  shareholders  who  chal¬ 
lenged  the  propriety  of  the  advisory  fees  that  their  funds  were  paying 
were  not  altogether  fruitless.  Most  of  the  cases  were  settled,  and 
most  of  the  settlements  resulted  in  new  advisory  contracts  that  were 
somewhat  more  favorable  to  the  funds  than  the  ones  under  attack 
had  been.  The  results  of  the  cases  are  summarized  in  tabular  form 
in  table  III— 1 1 ,  at  p.  154,  infra. 

Some  of  the  settlements  were  arrived  at  prior  to  the  decisions  dis¬ 
cussed  in  the  preceding  section.  Others,  however,  were  influenced 
by  these  decisions  which  created  strong  pressures  for  settlements  on 
both  sides.  Saxe  v.  Brady  was  most  influential  in  this  connection. 
That  case  indicated  that  there  was  a  point  beyond  which  the  flat 
fee  rate — and  perhaps  even  a  slightly  scaled-down  fee  schedule — 
would  be  deemed  to  result  in  “wasteful,”  “shocking,”  and  “uncon¬ 
scionable”  payments  to  investment  advisers  and  that  some  advisory 
fee  rates  might  be  reduced  by  judicial  decree.169  Accordingly,  many 
fund  managers  were  willing  to  scale  down  their  rates  to  some  extent 
in  order  to  dispose  of  the  lawsuits  in  which  they  were  involved.170 

mt  The  fee  rates  are  scaled-down  according  to  the  schedule  below: 


Net  assets  (millions) 

Investment 
advisory  fee 
(percent) 

Administrarive 
service  charge 
(percent) 

Total 

(percent) 

0.50 

0. 25 

0.  75 

£*0  to  £300  _ 

.50 

.  15 

.65 

<jaoo  tn  $600  _ 

.47 

.14 

.61 

£000  to  £000  _ _ _ 

.44 

.13 

.57 

£QOO  to  £1  900  _ _ 

.41 

.12 

.53 

«1  700  tn  «1  flOO  _ _ _ 

.38 

.  11 

.49 

.35 

.10 

.45 

in  in  addition  to  the  three  fully  litigated  cases  previously  discussed  there  were  three  other  advisory  fee 
cases  in  which  the  complaining  shareholders  consented  to  the  dismissal  of  their  complaints.  In  each 
of  those  cases  (Nadel  v.  Curtin,  New  York  Supreme  Court,  Kings  County,  County  Clerk  s  Index  No. 
716/1964-  Levitt  v  Lorn  63  Div.  1716,  S.D.N.Y.;  Oreene  v.  Shepard,  Delaware  Court  of  Chancery,  New¬ 
castle  County  Civil  Action  No.  1732)  plaintiffs’  counsel  capitulated  because  they  were  of  the  opinion  that 
there  was  no  chance  of  success  under  the  doctrine  of  the  decided  cases.  For  the  names  of  the  funds  and  the 
advisers  as  well  as  the  fee  rate  levels  involved  in  these  cases  see  the  appendix  table. 
ie«  The  publication  of  the  Wharton  Report  early  in  September  of  1962  may  have  contnbuted  to  the 

deindeldt^r«itr^lf°mtaThlfvetl been^uchT'caae.  The  Saxes  appealed  to  the  Supreme  Court  of  Delaware 
from  the  adverse  judgment  of  the  trial  court.  That  appeal  was  later  withdrawn  pursuant  to  a  settlement 
agreement  by  which  the  flat  0.50  percent  advisory  fee  that  Fundamental  had  been  paying  was  replaced  by 
the  following  scaled-down  schedule: 

0.485  percent  on  the  first  $500  million, 

0  40  percent  on  assets  between  $500  and  $750  million, 

0.35  percent  on  assets  getween  $750  million  and  $1  billion; 

0.30  percent  on  assets  beteen  $1  billion  and  $1.25  billion, 

0  25  percent  on  assets  between  $1.25  and  $1.50  billion, 

A.  w,«  .bout  $M0  mffllen.  By  Jen.  30,  im,  they  bed 

ibout  M2.000 ao.nually).  m .expense thtt  lli.MyBer.hri  preylously  tome^  ^  eppr0,ch  th,t 

»'S°P=*,>£  SI r  KSS5JSK  Bft 

184  A.  2d  at  616. 
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Plaintiffs’  counsel  were  not  unmindful  of  the  likelihood  of  an  adverse 
judgment,  since  each  fully  litigated  case  had  resulted  in  a  judgment 
for  the  defendants.  And  under  the  courts’  interpretation  of  appli¬ 
cable  State  law,  obtaining  a  favorable  result  was  no  eas}r  matter. 
The  most  modest  of  settlements  seemed  preferable  to  the  risk  of  a 
trial  which  was  likely  to  result  in  an  adverse  decision.171 

When  the  settlements  were  submitted  to  the  courts  for  their  ap¬ 
proval,  certain  shareholders  urged  that  they  be  rejected  as  inade¬ 
quate.172  Their  contentions  were  uniformly  rejected  on  the  ground 
that  they  had  failed  to  demonstrate  enough  of  a  probability  that 
further  prosecution  of  the  case  would  be  more  advantageous  to  the 
fund  than  the  proposed  settlement  so  as  to  warrant  rejection  of  a 
compromise  recommended  by  the  lawyers  who  had  initiated  the  suit 
and  who  were  presumably  best  able  to  evaluate  the  prospect  of 
success.173 

As  the  courts  saw  it,  the  objectors  were  attacking  the  basic  struc¬ 
ture  of  the  mutual  fund  business,  an  attack  that  they  felt  could  not 
be  sustained  under  existing  law.  Illustrative  is  Kerner  v.  Crossman,17* 
where  a  settlement  reducing  the  flat  0.75  percent  advisory  fee  formerly 
paid  by  Axe-Houghton  Fund  B,  Inc.175  to  somewhat  lower  levels  176 
was  approved  on  the  ground  that  “the  new  scale  of  investment 
advisory  fees  is  not  out  of  line  with  similar  fees  charged  by  other 
open-end  investment  trusts  of  comparable  size  and  importance.”  177 
Of  one  objector’s  position  the  court  said: 

He  believes  it  to  be  wrong  and  contrary  to  the  interests 
of  the  stockholders,  to  allow  such  a  promising  litigation  to 
be  terminated  by  a  settlement  of  this  nature.  Mr.  Hillman 
contends  *  *  *  that  the  scale  of  investment  advisory  fees 
and  distribution  fees  provided  in  the  stipulation  are  excessive, 
and  that  it  is  no  answer  that  they  may  be  in  line  with  similar 


171  In  most  derivative  actions  the  size  of  the  plaintiff-shareholder’s  direct  personal  stake  in  the  matter  in 
issue  is  too  small  to  warrant  his  paying  a  fee  to  the  attorney  who  prosecutes  the  case.  Lawyers  undertake 
these  cases  in  the  hope  that  their  services  will  prove  to  be  of  benefit  to  the  corporation  and  that  fees  com¬ 
mensurate  with  such  benefit  will  be  awarded  them  by  the  court.  The  courts  have  observed  that  there  are 
many  cases  in  which  the  possibility  of  recovering  attorney’s  fees  provides  the  sole  stimulus  for  the  enforce¬ 
ment  of  claims  against  corporate  insiders.  See,  e.g.,  Smolowe  v.  Delendo  Corporation,  136  F.  2d  231  241 
(C.  A.  2)  certiorari  denied,  320  U.S.  751  (1943);  Murphy  v.  North  American  Light  &  Power  Co.,  33  F  Sudd  566 
570-571  (S.D.N.Y.,  1940). 

These  considerations  are  even  more  significant  in  the  cases  brought  by  mutual  fund  shareholders  than 
they  are  in  derivative  actions  generally.  As  was  pointed  out  in  Chabot  v.  Empire  Trust  Company,  301  F  2d 
458,  461  (C.A.  2,  1962):  “It  is  a  well  known  fact  that  investors  in  mutual  funds  are  primarily  small  share¬ 
holders.  Very  few  of  them  have  a  sufficiently  large  financial  interest  in  the  management  of  the  fund  to 
risk  any  considerable  sum  on  the  outcome  of  litigation.”  And  even  in  the  case  where  the  plaintifi  has  in¬ 
vested  a  large  sum  in  the  fund,  his  proportionate  share  of  the  advisory  fee  will  seldom  amount  to  enough 
to  induce  him  to  disburse— or  to  expose  himself  to  the  possibility  of  having  to  disburse— a  considerable 
amount  of  money  in  connection  with  remedial  litigation. 

in  To  guard  against  the  danger  of  collusive  or  fraudulent  settlements  in  which  derivative  actions  are 
discontinued  in  exchange  for  benefits  to  the  plaintiffs  and  their  attorneys  rather  than  benefits  to  the  corpora- 
tion,  many  jurisdictions  require  that  proposed  settlements  of  such  actions  be  judicially  approved.  See  e.g. 
Rule  23(c)  of  the  Federal  Rules  of  Civil  Procedure,  which  has  also  been  adopted  in  a  number  of  States,  anl 
sec.  626(d)  of  the  New  York  Business  Corporation  Law,  both  of  which  require  that  all  shareholders  be  notified 
of  the  application  for  approval.  And  even  where  judicial  approval  of  the  settlements  is  not  required  as  a 
matter  oflaw,  defendants’  counsel  willusually  insist  on  it  so  as  to  foreclose  future  suits  by  shareholders  who 
are  not  parties  to  the  pending  case  and  who  would  otherwise  be  free  to  relitigate  the  very  issues  presented 
by  the  pending  case  and  to  seek  a  greater  recovery  for  the  corporation  than  the  one  called  for  by  the 
settlement. 

i73  One  judge  has  said  of  these  cases:  “Once  a  settlement  is  agreed  the  attorneys  for  the  plaintiff  stock¬ 
holders  link  arms  with  their  former  adversaries  to  defend  the  joint  handiwork.  *  *  *”  (Friendly  J  dis¬ 
senting  in  Allegheny  Corporation  v.  Kirby,  333  F.  2d  327,  347  (C.A.  2,  1964),  affirmed  en  banc,  340  F.’  2d  311 
certiorari  dismissed  as  improvidently  granted,  384  U.S.  28  (1966). 

i7i  211  F.  Supp.  397  (S.D.  N.Y.,  1962). 

ns  This  consisted  of:  (1)  a  0.55  percent  investment  management  fee  paid  to  E.  W.  Axe  &  Co.,  Inc  the 
fund’s  investment  adviser;  and  (2)  a  0.20  percent  “continuing  fee”  paid  to  Axe  Securities  Corp.,  its  principal 
underwriter. 

ns  See  table  III-ll  at  p.  154,  infra. 

177  211  F.  Supp.  at  402. 
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fees  charged  by  other  open  end  investment  funds  because 
in  Mr.  Hillman’s  opinion,  the  whole  scale  of  such  fees  is 
outrageous. 

Mr.  Hillman’s  attack  would  appear  to  go  far  beyond  the 
merits  of  this  particular  settlement.  His  attack  is  on  the 
industry  as  a  whole  and  the  way  it  conducts  its  business  *  *  * 

***** 


A  %  of  1  %  rate  has  sometimes  been  referred  to  as  the  classic 
fee  in  the  industry,  and  there  was  a  showing  that  some  18% 
of  the  funds  are  charged  in  excess  of  this  rate.178 

Similar  in  tenor  was  Saminsky  v.  Abbott ,179  where  the  trial  court  noted 
that  the  benefits  to  be  derived  by  the  fund  under  the  settlement 
which  it  was  approving  “were  not  too  great  in  view  of  the  realities,”  180 
but  found  no  merit  in  the  objectors’  contentions  because: 


The  objectors  *  *  *  assert  that  the  *  *  *  charges  as 
proposed  in  the  settlement  are  excessive  and  unreasonable. 
*  *  *  Thus,  they  say,  the  Trustee’s  return  on  net  worth 
ranged  from  45%  in  1960  to  212%  in  1962.  It  is  said  that 
by  applying  the  proposed  fee  schedule  to  1962,  the  Trustee’s 
return  would  still  be  190%.  The  objectors  and  their  expert 
witness  both  contend  that  such  “returns”  were  and  are 
excessive.  They  say  moreover  that  they  have  resulted  from 
lack  of  competitive  forces  in  the  industry  in  general  (because 
of  the  management  company’s  built-in  control)  and  a  con¬ 
tinuing  breach  of  fiduciary  duty  in  this  case  by  a  self-dealing 
trustee. 


*  ^ 

*  *  *  I  can  only  say  that  the  legal  format  involved  is  not 
illegal  and  if  there  is  to  be  “regulation”  of  this  so-called 
“built-in”  control,  it  must  come  from  the  legislative  branch 
unless  it  results  in  the  violation  of  some  positive  principle  of 
law,  such  as  that  applicable  to  a  waste  of  assets..  These 
observations  are  equally  applicable  to  the  contention  that 
the  allegedly  excessive  profits  flow  from  a  breach  of  duty  by 
a  self-dealing  trustee.181 

And  in  Glicken  v.  Bradford  182  the  court  in  approving  the  settlement 
commented  that  “it  is  quite  conceivable  that  a  Court  or  a  jury  would 
find  that  what  plaintiffs  were  really  challenging  was  the  Fund  bystem 
as  a  whole  of  which  defendants  were  but  a  part  rather  than  any 

wrongdoing  on  the  part  of  defendants.  .  .  ,  . 

Shareholder  approval  undermined  the  position  of  the  lntervenor 
who  sought  to  block  the  settlements.  Its  effect  was  double  edged. 
First,  that  the  challenged  agreements  had  been  approved  by  the 

mml&fna’ch3:  1963).  afflrmci  sub  nom.  Klelnman  v.  Saminsky,  200  A.  2d  572  (Del.  Sup.  Ct., 

1964).  certiorari  denied,  379  U.S.  600. 

iso  194  A.  2d  at  552. 

181 194  A.  2d  at  551-552.  the  trial  court’s  analysis  of  the  issues  and  observed: 

In  aflirmine,  the  Supreme  Court  of  Delaware  apr  .i(i .  other  investment  companies  is  meaning- 

» Appellant  *  *  '  argues that comnetiUvely7  It  seems  to  us,  however,  that  generally 
less  because  none  of  the  fees  has  been  established  compeuciveiy  t  s,ronciv  that  they  have  been 

speaking  the  fact  that  all  such  fees  show  a  0  5  appellants  do 

established  by  forces  which,  ‘he  wium 0fone.  The  economic  facts 

P  182  35  F.R.D.  144,  159  (S.D.N.Y.,  1964). 
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shareholders  cast  so  serious  a  doubt  on  the  possibility  of  recovery  that 
the  courts  were  disposed  to  view  any  sort  of  a  settlement  as  being  of 
sufficient  benefit  to  the  fund  to  warrant  the  termination  of  the  litiga¬ 
tion.  Second,  where  shareholders  subsequently  ratified  all  of  the 
actions  under  attack,  such  ratification  was  viewed  as  indicative  of  the 
reasonableness  of  the  settlement.183 

(d)  Summary 

Thus  far  shareholder  resort  to  the  courts  in  connection  with  advisory 
fees  has  been  relatively  ineffective  in  dealing  with  the  divergent 
interests  of  the  externally  managed  mutual  funds  and  their  investment 
advisers.  Of  course,  no  appellate  court  has  ever  passed  on  the  merits 
of  any  advisory  fee  case.184  Nor  has  any  court — trial  or  appellate — 
fully  explored  the  impact  of  the  present  provisions  of  the  Act  on  the 
legally  permissible  level  of  advisory  fees.  Whatever  their  latent 
possibilities,  existing  legal  controls  suffer  from  a  number  of  defects 
which  make  their  effectiveness  highly  uncertain. 

These  defects  stem  from  the  nature  of  the  two  strands  from  which 
the  present  regulatory  pattern  is  woven.  The  first  strand  consists  of  a 
body  of  State  law  generally  applicable  to  business  associations. 
That  body  of  law  was  never  intended  to  deal  with  and  takes  no  special 
cognizance  of  the  unusual  problems  of  investor  protection  stemming 
from  the  position  of  the  externally  managed  funds  and  their  share¬ 
holders  vis-a-vis  the  investment  advisers.  The  second  strand  consists 
of  the  Federal  securities  laws,  mainly  the  Investment  Company  Act. 
That  statute  was  the  product  of  congressional  concern  over  the  adverse 
effect  on  the  national  public  interest  and  the  interests  of  investors  of 
malpractices  endemic  to  the  investment  company  industry  of  that 
day,  a  far  smaller  industry  than  the  investment  company  industry  of 
today. 

Among  the  most  important  of  these  abuses  were  many  forms  of  self¬ 
dealing  between  investment  companies  and  their  insiders.  Thus  with 
respect  to  transactions  between  investment  companies  and  then- 
principal  underwriters,  promoters,  and  affiliates  which  involve  the 
lending  of  money  or  the  purchase  or  sale  of  securities  or  other  prop¬ 
erty,  the  regulatory  controls  provided  by  the  Act  are  thoroughgoing.185 
Similarly,  the  Act  contains  comprehensive  regulatory  controls  in  the 
one  area  of  management  compensation — management  fees  and  charges 
other  than  sales  loads  paid  by  contractual  plan  holders — where  serious 
abuses  were  found  to  exist  prior  to  1940. 186  However,  in  the  relatively 

183  See,  e.g.,  Kleinman  v.  Saminsky,  200  A.  2d  572,  577  (Del.  Sup.  Ct.,  1964):  “At  the  verv  least  such  rati¬ 
fication  demonstrates  that  reasonable  businessmen  might  differ  upon  the  propriety  of  the  settlement  in 
which  event  the  duty  of  the  court  is  to  approve  the  settlement.” 

In  Rome  v.  Archer,. 197  A.  2d  49, 55  (Del.  Sup.  Ct.,  1964)  thesuggestion  that  a  claim  of  excessiveness  founded 
on  the  Investment  Company  Act  might  be  unaffected  by  ratification  was  dismissed  on  the  ground  that 
“since  the  Federal  Act  sets  no  maximum  fee  schedule,  the  same  considerations  found  relevant  in  Saxe  would 
probably  also  be  relevant  in  litigation  considering  the  Investment  Company  Act  of  1940.” 

184  Of  the  three  advisory  fee  cases  that  have  gone  to  the  appellate  courts,  one  ( Brown  v.  Bullock,  294  F 
2d  415  (C.  A.  2,  1961))  involved  preliminary  issues  as  to  the  legal  sufficiency  of  the  allegations  in  the  com¬ 
plaint,  and  the  other  two  ( Rome  v.  Archer,  197  A.  2d  49  (1964);  and  Kleinman  v.  Saminsky,  200  A.  2d  572 
certiorari  denied,  379  U.S.  900  (1964))  involved  the  fairness  of  settlements  that  had  been  approved  by  the’ 
courts  below. 

>85  The  Act  prohibits  such  transactions  unless  the  Commission  first  finds  that  “the  terms  of  the  proposed 
transaction,  including  the  consideration  to  be  paid  or  received,  are  reasonable  and  fair  and  do  not  involve 
overreaching  on  the  part  of  any  person  concerned.”  Secs.  17  (a)  and  (b). 

186  The  Act  specifically  authorizes  the  Commission  to  prescribe  reasonable  management  fees  and  charges 
only  where  a  management  company  issues  a  periodic  payment  plan  certificate.  Sec.  27(a)(5).  In  f  ct  such 
certificates  are  very  seldom  issued  bv  management  companies.  Thev  are  commonly  issued  by  unit  itivest- 
ment  trusts  and  sec.  27(a)(6)  prohibits  the  sponsor  or  underwriter  of  such  a  trust  (or  persons  affiliated  with 
the  trust’s  sponsor  or  underwriter)  from  receiving  compensation  from  a  management  company  in  excess 
of  such  amount  as  the  Commission  may  prescribe. 
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small  investment  company  industry  of  1940  advisory  fees  generally 
were  not  an  area  of  primary  concern.187  Thus,  Congress  determined  to 
sanction  the  continuance  of  external  management  in  the  investment 
company  industry  subject  to  a  “few  elementary  safeguards,”  which 
it  was  believed  would  operate  as  effective  restraints  on  such  fees.188 

The  interaction  with  State  law  of  the  disclosure  requirements 
of  the  Federal  securities  laws  and  the  Acts’  safeguards  with  respect  to 
advisory  contracts  has  been  disappointing.  These  federally  created 
shareholder  protections  under  State  law  have  been  construed  as 
precluding  judicial  inquiry  into  the  “reasonableness”  or  “fairness” 
of  advisory  fees.  The  courts  have  considered  themselves  powerless  to 
intervene — except  in  cases  where  the  fee  is  “wasteful,”  “unconscion¬ 
able,”  or  “shocking.” 

The  courts  considered  themselves  bound  to  reach  this  result  despite 
evidence  of  their  concern  over  the  reasonableness  of  the  advisory 
fees.  In  Acampora  v.  Birkland,  supra,  the  court  stated: 

Certainly,  the  one-half  of  one  percent  approach  leaves  a 
great  deal  to  be  desired  (even  though  counsel  does  not 
now  challenge  the  propriety  of  this).  Such  a  guaranteed 
fee  fails  to  take  into  account  success  or  failure  of  the  advisory 
effort.  Still  another  bad  feature  is  that  its  probable  increase 
is  disproportionate  to  the  value  of  the  services  rendered.189 

The  courts  viewed  the  level  of  the  advisory  fee  as  a  consequence 
of  the  industry  structure  sanctioned  by  the  Act.  The  court  in  Saxe 
v.  Brady,  supra,  184  A.  2d  at  616,  stated: 

If  the  fund  management  company  format  is  to  be  legally 
questioned,  such  inquiry  must  come  from  some  other 
place.190 

If  the  law  continues  to  develop  in  the  direction  indicated  by  the 
cases  discussed  above,  the  Act  will  not  protect  adequately  those  who 
invest  in  investment  companies.  Such  a  result  was  not  intended  by 
the  Congress  in  1940  when  it  sanctioned  the  continuance  of  the  ex¬ 
ternal  management  structure  in  the  investment  company  industry. 
The  Court  of  Appeals  for  the  First  Circuit  has  noted  that  section  1  (b), 
the  preamble  to  the  Act,191  “in  effect  codifies  the  fiduciary  obligations 
placed  upon  officers  and  directors  of  investment  companies.”  192  In 
the  Commission’s  view,  the  duty  of  investment  company  managers 
to  deal  fairly  with  companies  they  serve  is  a  basic  fiduciary  obligation. 

The  Act,  however,  does  not  explicitly  implement  this  obligation 
with  respect  to  management  compensation.  Generally  it  places  no 


I*?  See  ch.  II  at  pp.  71-72. 
i**  Senate  Hearings  251-252. 

Qpp  also ins kuv^Ab bott.  194  A.  2d  549,  552  (Del.  Ch.,  1963),  Taussig  v.  Wellington  Fund  Inc  ,  187  F 
Siinri  179  197  (D  Del.  1960),  affirmed,  313  F.  2d  972,  certiorari  denied,  374  U.S.  806  (1963);  |“The  Court  is 
mindful  that  seemingly  many  practices  prevail  in  this  industry  that  in  other  areas  are  legally  and  economi- 

3  of)  (2)  oVsec.  1  states  that  “the  national  public  interest  and  the  interest  of  investors  arc 
adversely  affected— (2)  when  investment  companies  are  organized,  operated,  managed  in  the  interest 

of  directors,  officers,  in  vest  men  t  advisers  *  •  *  or  other  affiliated  persons  thereof  rather  than  in  the 

254,  2e6r0  (C.A.  1,  1945),  certiorari  denied  326  U.S  795  (1946b 
‘  Afdred  inwwTOfnt  y  ru«  v.  persons  of  an  investment  company  caused  it  to  invest  30  percent 

n  .tenets  In  a  fare  track 'a buSl^aK^h  they  knew  nothing,  and  then  proceeded  to  instafi  them- 
of  its  assets  in  a  rare  eracA  a.  )  .  ..handsoine’'  salaries.  The  court  agreed  with  the  Commission  that 

selves  as  office  with  other  abuses  constituted  “gross  misconduct’’  and  “gross  abuse  of  trust,  within 

thfmeanh  R  of  tic.  36  of  the  act.  enjoined  the  defendants  from  continuing  to  serve  as  officers  and  directors 
of  the  Investment  company,  and  appointed  a  receiver  for  the  company. 
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express  limits  on  the  amount  of  such  compensation  193  and,  in  contrast 
to  the  regulatory  controls  imposed  on  most  other  types  of  dealings  be¬ 
tween  investment  companies  and  their  affiliated  persons,194  it  gives  no 
express  recognition  to  the  duty  of  fairness  in  connection  with  advisory 
fees. 

Absent  express  recognition  of  the  duty  to  charge  reasonable  fees  in 
the  area  of  management  compensation,  the  means  provided  in  the  Act 
for  the  enforcement  of  that  duty  in  this  area  are  unclear  and  inap¬ 
propriate.  For  example,  section  36  of  the  Act  authorizes  the  Commis¬ 
sion  to  seek  injunctions  against  principal  underwriters,  investment 
advisers  and  certain  other  persons  affiliated  with  investment  companies 
who  are  “guilty”  of  “gross  misconduct”  or  “gross  abuse  of  trust”  from 
serving  in  such  capacities  permanently  or  for  such  time  as  the  court 
deems  appropriate.  In  the  Commission’s  view,  section  36  should  be 
broadly  construed  so  as  to  effectuate  the  remedial  purposes  of  the  Act. 
But  regardless  of  whether  it  can  fairly  be  construed  to  affect  current 
levels  of  advisory  fees,  the  very  harshness  of  the  sanction  provided  for  in 
that  section  impairs  its  usefulness  in  modifying  advisory  fee  rates 
commonly  charged  in  the  industry.  The  failure  of  a  mutual  fund 
adviser  to  share  the  economies  of  size  with  the  fund  it  serves  does  not 
suggest  that  it  has  not  otherwise  discharged  its  obligations  faithfully. 
Pending  consideration  by  the  Commission  and  Congress  of  more  ap¬ 
propriate  means  for  achieving  more  adequate  controls  over  investment 
company  management  compensation,  the  Commission  has  been  reluct¬ 
ant  to  stigmatize  advisers  with  charges  of  “gross  abuse  of  trust”  solely 
because  they  have  adhered  to  the  traditional  pattern  of  fee  rates  in 
the  industry. 

Because  the  Act  fails  to  articulate  clearly  the  standard  by  which 
the  propriety  of  managerial  compensation  should  be  measured,  it 
makes  for  uncertainty  and  impairs  rather  than  strengthens  the  fidu¬ 
ciary  obligation  of  investment  company  managers  to  refrain  from 
compensating  themselves  unfairly.  If  the  Act  is  to  be  an  effective 
force  for  fairness  and  equity  in  this  area,  the  “few  elementary  safe¬ 
guards,”  deemed  adequate  for  the  industry  of  1940  must  now  be 
supplemented. 

7.  The  Commission’s  recommendations 

(a)  A  statutory  standard  oj  reasonableness 

The  analysis  of  the  shareholder  fee  litigation  not  only  underscores 
the  need  for  changes  in  existing  statutory  provisions  relating  to  man¬ 
agement  compensation  in  the  investment  company  industry  but  points 
to  the  direction  which  these  changes  should  take.  It  makes  clear  the 
need  to  incorporate  into  the  Act  a  clearly  expressed  and  readily  en¬ 
forceable  standard  that  would  measure  the  fairness  of  compensation 
paid  by  investment  companies  for  services  furnished  by  those  who 
occupy  a  fiduciary  relationship  to  such  companies.  The  Act  now 
contains  an  express  standard  of  reasonableness  which  operates  effec¬ 
tively  as  to  transactions  involving  the  lending  of  money  or  the  pur¬ 
chase  or  sale  of  securities  or  other  property  between  on  the  one  hand 
investment  companies  and  their  controlled  companies  and  on  the 

193  Only  in  one  very  limited  situation  does  the  Act  impose  an  express  restriction  on  advisory  fees.  That 
restriction,  which  is  of  little  practical  importance  today,  appears  in  sec.  10(d),  which  permits  no  load  funds 
to  have  boards  of  directors  ‘‘all  of  the  members  of  which,  except  one,  are  affiliated  persons  of  the  investment 
adviser  of  such  company,  or  are  officers  or  employees  of  such  company,  if  *  *  *  such  investment  adviser 
does  not  receive  a  management  fee  exceeding  1  per  centum  per  annum  of  the  value  of  such  company’s  net 
assets  averaged  over  the  year  or  taken  as  of  a  definite  date  or  dates  within  the  year”  and  if  certain  other 
conditions  are  met. 

>9«  See  p.  141,  supra. 
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other  hand  their  affiliated  persons,  principal  underwriters,  promoters, 
and  their  affiliates.  The  Act  also  should  state  explicitly  that  this  basic 
fiduciary  standard  also  extends  to  compensation  received  by  such 
persons  for  services  furnished  to  investment  companies.  Accordingly, 
the  Commission  recommends  that  the  Act  be  amended  to  provide 
expressly  that: 

(1)  All  compensation  received  by  any  person  affiliated  with  a  regis¬ 
tered  investment  company  (including  investment  advisers,  officers, 
directors,  and  trustees,  any  person  serving  as  its  principal  under¬ 
writer  and  any  affiliate  of  such  persons)  for  services  furnished  to  the 
investment  company  be  reasonable; 

(2)  the  standard  of  reasonableness  be  applied  in  the  light  of  all 
relevant  factors,  including  the  fees  paid  for  comparable  services 
by  other  financial  institutions  with  pools  of  investment  capital  of  like 
size  and  purpose  such  as  pension  and  profit  sharing  plans,  insurance 
companies,  trust  accounts,  and  other  investment  companies;  the  na¬ 
ture  and  quality  of  the  services  provided;  all  benefits  directly  or  in¬ 
directly  received  by  persons  affiliated  with  an  investment  company 
and  their  affiliated  persons  by  virtue  of  their  relationship  with  an 
investment  company;  and  such  competitive  or  other  factors  as  the 
Commission  may  by  rule  or  regulation  or,  after  notice  and  opportunity 
for  hearing,  by  order  determine  are  appropriate  and  material  in  the 
public  interest; 

(3)  The  application  of  this  standard  be  unaffected  by  either  share¬ 
holder  or  directorial  approval  of  advisory  contracts  or  other  compen¬ 
sation  arrangements; 

(4)  Recoveries  in  actions  to  enforce  the  statutory  standard  of 
reasonableness  be  limited  to  that  portion  of  the  compensation  deemed 
excessive  which  has  been  paid  or  accrued  within  2  years  of  the  date 
on  which  the  action  is  instituted ;  and 

(5)  The  Commission  be  empowered  to  institute  actions  to  enforce 
the  statutory  standard  of  reasonableness  and  to  intervene  as  a  party 
in  any  private  action  brought  to  enforce  that  standard. 

An  express  statutory  standard  of  reasonableness  would  not  preclude 
investment  advisers  and  other  persons  affiliated  with  investment 
companies  from  realizing  profits  on  each  type  of  service  they  furnish 
to  such  companies.  Indeed  such  a  standard  would  recognize  the  need 
to  retain  economic  incentives  for  those  who  manage  investment 
companies.  However,  an  express  statement  in  the  Act  of  this  basic 
fiduciary  standard  would  make  clear  that  those  who  derive  benefits 
from  their  fiduciary  relationships  with  investment  companies  cannot 
charge  them  more  for  services  than  if  they  were  dealing  with  them  on 

an  arm’s-length  basis.  .  ,, 

The  statutory  requirement  of  reasonableness  would  apply  to  ail 
forms  of  compensation  paid  by  all  investment  companies  to  their 
affiliated  persons,  principal  underwriters,  and  affiliates  of  such  per¬ 
sons.  This  would  include  all  forms  of  compensation  paid  to  officers, 
directors,  advisory  board  members,  trustees,  sponsors,  investment 
advisers,  principal  underwriters,  and  controlling  persons  ol  both 
externally  and  internally  managed  companies  as  well  as  persons  or 
organizations  with  which  such  persons  are  affiliated.  Although 
advisory  fees  are  the  principal  form  of  managerial  compensation  in 
the  investment  company  industry,  externally  managed  companies 
frequently  pay  fees  for  various  nonadvisory  services  to  principal 
underwriters,  trustees,  business  managers,  and  sponsors  who,  like  in- 
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vestment  advisers,195  are  likely  to  have  close  and  dominant  relation¬ 
ships  with  such  companies  that  preclude  arm’s-length  bargaining. 
Similarly,  the  relationships  between  internally  managed  investment 
companies  and  their  officers  and  directors  are  not  arm’s-length  rela¬ 
tionships,  and  the  managerial  compensation  paid  by  the  internally 
managed  companies  may  be  influenced  more  by  the  pattern  of  such 
compensation  in  the  externally  managed  sector  of  the  industry  than 
by  arm’s-length  negotiation  or  competition. 

Under  the  proposed  statutory  amendment,  reasonableness  would 
not  be  measured  merely  by  the  cost  of  comparable  services  to  individual 
investors  or  by  the  fees  charged  to  other  externally  managed  invest¬ 
ment  companies.  Instead,  the  standard  of  reasonableness  would 
require  that  all  factors  relevant  to  such  a  determination  for  a  particular 
company  be  taken  into  account,  including  costs  of  management  serv¬ 
ices  to  internally  managed  investment  companies  and  the  costs  of 
investment  management  services  provided  to  pension  and  profit- 
sharing  plans  and  other  large  nonfund  clients.  In  determining  the 
reasonableness  of  management  compensation  under  the  statutory 
standard,  not  only  the  nature  and  extent  of  the  services  performed 
but  their  benefit  to  the  investment  company  and  its  shareholders 
would  be  relevant  considerations.  Thus  the  sustained  investment 
performance  of  a  company  would  be  an  appropriate  consideration  in 
evaluating  the  reasonableness  of  its  adviser’s  compensation. 

Similarly,  the  reasonableness  of  advisory  fees  and  other  manage¬ 
ment  compensation  would  be  evaluated  in  the  light  of  all  benefits 
directly  or  indirectly  received  by  the  investment  company  managers 
by  virtue  of  their  relationship  with  the  companies.  Among  these 
benefits  are  brokerage  commissions  paid  by  investment  companies 
for  the  execution  of  portfolio  transactions  to  brokerage  firms  with 
which  investment  company  managers  are  affiliated.  Since  brokerage 
commissions  for  executing  transactions  on  national  securities  exchanges 
are  fixed  by  exchange  minimum  commission  rate  schedules,  the  stand¬ 
ard  of  reasonableness  to  be  incorporated  into  the  Act  would  not 
directly  affect  such  commissions.  But  the  benefits  obtained  by  invest¬ 
ment  company  managers  from  such  commissions  paid  by  investment 
companies  under  their  supervision  could,  in  some  circumstances,  be 
a  factor  in  determining  the  reasonableness  of  the  advisory  fees  and 
other  compensation  received  by  such  managers  from  the  company. 
This  would  be  so,  for  example,  if  brokerage  business  with  the  company 
were  more  profitable  than  brokerage  business  with  other  accounts  of 
like  size  and  type  because  the  affiliated  broker  would  not  incur  the 
same  expenses  of  obtaining  and  maintaining  the  investment  company 
account  as  would  a  broker  who  had  no  special  relationship  with  the 
company’s  management.  In  such  cases  the  “excess”  profit  could  be 
a  factor  in  judging  managerial  compensation,  but  the  application  of 
the  standard  of  reasonableness  would  not  deprive  investment  company 
managers  from  realizing  profits  usual  in  the  brokerage  business  for 
brokerage  services  provided  to  their  investment  companies  in  addition 
to  compensation  for  other  services  they  furnish  the  company. 

The  Commission’s  recommendation  that  the  Act  provide  expressly 
that  shareholder  and  directorial  approval  of  advisory  contracts  or 
other  compensation  arrangements  shall  not  affect  the  application  of 
the  standard  of  reasonableness  is  designed  to  make  inapplicable  to 


>#s  See  pp.  92-94,  supra. 
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investment  company  management  compensation  the  judicial  decisions 
which  have  held  that  such  action  by  shareholders  or  disinterested 
directors  changes  the  standard  from  fairness  to  “waste.”  Although 
these  decisions  were  not  reached  in  connection  with  a  statutory 
standard  of  reasonableness  such  as  proposed  by  the  Commission, 
the  ineffectiveness  of  shareholder  and  directorial  approval  as  a  re¬ 
straint  on  management  compensation  in  the  investment  company 
industry  makes  it  important  to  eliminate  any  doubt  on  this  question. 
To  permit  such  action  to  impede  the  operation  and  enforcement  of 
a  Federal  standard  of  reasonableness,  as  it  has  in  the  case  of  standards 
imposed  by  State  law,  would  be  wholly  inconsistent  with  the  reasons 
for  and  the  purpose  of  such  a  statutory  standard. 

The  statutory  standard  of  reasonableness  would  be  enforceable  by 
the  Commission  in  the  same  manner  as  other  provisions  of  the  Act. 
The  Commission  would  be  able  to  bring  actions  in  the  United  States 
district  courts  to  enjoin  acts  or  practices  in  violation  of  the  standard 
and  otherwise  to  enforce  compliance  with  it.196  In  addition,  well- 
established  judicial  precedent  under  the  Federal  securities  laws  makes 
clear  that  violations  of  the  standard  would  give  rise  to  private  rights 
of  action  on  behalf  of  an  investment  company.197  As  the  Supreme 
Court  has  noted  with  respect  to  such  enforcement  of  the  Commission’s 
proxy  rules  under  the  Exchange  Act: 

private  enforcement  *  *  *  provides  a  necessary  supplement 
to  Commission  action.  As  in  anti-trust  treble  damage  liti¬ 
gation  the  possibility  of  civil  damages  or  injunctive  relief 
serves  as  a  most  effective  weapon  in  enforcement.198 

The  right  of  the  Commission  as  well  as  investment  company  share¬ 
holders  to  take  action  against  violations  of  the  statutory  standard  of 
reasonableness  is  essential  to  effective  enforcement.  However,  con¬ 
siderations  of  fairness  to  the  individuals  and  organizations  that  furnish 
their  services  to  investment  companies  make  it  appropriate  to  limit 
recoveries  in  such  actions  to  that  portion  of  the  compensation  deemed 
excessive  which  has  been  paid  or  accrued  within  two  years  before  the 
date  suit  is  instituted. 

This  limitation  reflects  the  need  of  investment  advisory  organiza¬ 
tions,  many  of  which  are  publicly  owned,  for  a  measure  of  security 
with  respect  to  the  revenues  and  earnings  they  receive  from  the  invest¬ 
ment  companies  they  serve.  For  many  advisory  organizations  the 
compensation  received  from  mutual  funds  under  their  management 
is  the  primary  source  of  their  revenues  and  earnings. 

Absent  a  limitation  on  recoveries  of  compensation  subsequently 
deemed  to  have  been  paid  in  violation  of  the  statutory  standard  of 
reasonableness,  the  liabilities  created  by  such  a  statutory  reqmrement 
might  operate  with  undue  harshness  on  those  obligated  to  comply. 
This  is  particularly  so  because  a  determination  of  unreasonableness 
must  depend  on  a  variety  of  particular  circumstances  and  delineation 
of  the  standard  necessarily  must  await  its  application  in  individual 

cases. 


iff  See’  Vg  Matheson  v.  Armbrust,  284  F.  2d  670  (C.A.  9.  1960),  certiorari  denied  365  U  S.  870;  Frail  v. 
Robinson,  203  F.  2d  627  (C.A.  0  .1953);  Hooper  v.  Mountain  States 

196°);  Baird *  Fran klin  UIF.ld  238  (C .A .  2,  IWAY,  certiorari  denied,  323  l/.S,737; 

XOoldsleiM  v^Oroesbeck,  142  F.  2d  422,  426-27  (C.A.  2, 1944),  certiorari  denied,  325  U.S.  737;  Kardon  v.  National 

Oypsurn  Co.,  69  F.  Sugp. 
i»8  j_  7.  Case  Co.  v.  Borak,  377  U.S.  426,  432  (1963). 
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The  two  year  limitation  on  recovery  of  compensation  paid  by  invest¬ 
ment  companies  prior  to  the  institution  of  suit  would  not  affect  the 
jurisdiction  of  the  courts  to  enjoin  for  the  future  the  payment  of 
compensation  deemed  violative  of  the  statutory  standard.  Moreover, 
the  limitation  would  apply  only  to  suits  brought  to  enforce  the  express 
statutory  standard  of  reasonableness.  It  would  in  no  way  derogate 
from  the  remedies  provided  by  existing  law  to  recover  excessive 
compensation  paid  by  investment  companies.  If  under  applicable 
State  law  standards  or  under  the  existing  provisions  of  the  Act  such 
compensation  would  be  considered  excessive  or  unlawfully  paid,  the 
right  of  recovery  would  be  unaffected  by  the  Commission’s  proposed 
amendment.  However,  under  no  circumstances  could  there  be 
double  recoveries  of  compensation  paid. 

The  Commission’s  recommendation  that  it  be  permitted  to  inter¬ 
vene  as  a  party  in  all  shareholder  suits  brought  to  enforce  the  statutory 
standard  of  reasonableness  and  any  settlement  of  such  actions  would 
provide  investment  company  shareholders  with  a  measure  of  assur¬ 
ance  that  their  interests  are  being  protected  adequately  by  the  share¬ 
holders  who  have  undertaken  to  prosecute  the  action  on  behalf  of  the 
company.  It  would  also  protect  investment  company  managers 
against  groundless  suits  that  might  be  brought  for  the  benefit  of  a 
complaining  shareholder  and  his  counsel  rather  than  for  the  benefit 
of  the  investment  company  and  the  entire  body  of  shareholders  whom 
they  purport  to  represent. 

( b )  The  possible  alternatives 

In  the  Commission’s  view,  the  adoption  of  an  express  statutory 
standard  of  reasonableness  with  respect  to  management  compensation 
in  the  investment  company  industry  is  the  most  feasible  way  of 
affording  much  needed  protection  to  investment  company  shareholders 
with  minimal  disruptive  effect  on  the  existing  industry  structure. 
Before  arriving  at  its  recommendations  the  Commission  had  consid¬ 
ered  carefully  a  number  of  other  choices  for  providing  such  protections. 
These  ranged  from  proposals  for  strengthening  the  existing  safeguards 
of  disclosure,  shareholder  voting  rights  and  the  role  of  unaffiliated 
directors  to  those  for  complete  disaffiliation  of  the  funds  from  their 
adviser-underwriters  and  the  compulsory  internalization  of  the  man¬ 
agement  function.  The  former  proposals  were  rejected  as  being 
wholly  unrealistic,  and,  in  the  Commission’s  view,  the  latter  appear 
too  sweeping  at  this  time. 

The  strengthening  of  disclosures  material  to  an  evaluation  of  the 
reasonableness  of  advisory  fees  and  other  forms  of  management 
compensation  has  been,  is,  and  will  continue  to  be  important  in  the 
administration  of  the  Acts,  improvements  have  been  made  in  such 
disclosures  in  proxy  statements  soliciting  shareholder  approval  of 
advisory  contracts  199  and  in  annual  reports  filed  with  the  Commis¬ 
sion.200  To  the  extent  that  such  disclosures  allow  investment 

1M  For  example,  under  some  circumstances  earnings  statements  of  advisory  organizations  have  been  in¬ 
cluded  in  a  number  of  such  proxy  statements. 

2°o  Form  N-lR,  the  form  on  which  most  management  type  investment  companies  file  annual  reports  with 
the  Commission,  was  revised  on  Jan.  25,  1965,  to  provide  for  disclosure  of  the  compensation  received  from 
all  investment  company  sources  both  by  officers,  directors,  advisory  board  members,  and  employees  of  the 
reporting  company  and  by  other  affiliated  persons,  affiliates  of  officers,  directors  and  advisory  board  mem¬ 
bers,  investment  advisers,  principal  underwriters,  and  certain  shareholders  of  the  company.  These  dis¬ 
closures  are  designed  to  provide  a  comprehensive  picture  of  the  compensation  paid  to  the  top  managers  of 
an  investment  company,  whether  paid  by  the  reporting  company,  other  investment  companies  or  by  their 
investment  advisers,  principal  underwriters  or  brokers.  Disclosures  of  compensation  received  by  invest¬ 
ment  advisers,  principal  underwriters  and  brokers  are  required  if  50  percent  of  the  organization’s  gross 
income  was  derived  from  investment  company  sources.  Items  1.12  and  1.13  of  Form  N-lR;  Investment 
Company  Act  Release  No.  4151  (Jan.  25, 1965). 
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company  shareholders  and  unaffiliated  directors  to  become  more 
aware  of  the  compensation  paid  to  the  managers  of  their  companies 
and  discourage  cost-raising  departures  from  the  industry  pattern, 
they  serve  a  highly  useful  function.  But  the  lack  of  practical  alter¬ 
natives  available  to  shareholders  who  question  the  fairness  of  existing 
or  proposed  compensation  arrangements  make  shareholder  approval 
of  advisory  contracts  a  wholly  inadequate  and  an  almost  illusory 
means  of  providing  shareholders  with  a  fair  share  of  the  economies  of 
size  obtainable  from  the  growth  of  their  companies.  In  view  of  the 
judicial  deference  that  has  been  accorded  to  shareholder  ratification, 
reliance  on  disclosure  and  shareholder  voting  rights  would  serve  to 
•insulate  the  possible  unfairness  of  management  compensation  from 
scrutiny  by  the  courts. 

Similar  consequences  would  flow  from  reliance  on  negotiations 
between  the  unamliated  directors  and  advisers  as  a  primary  restraint 
on  investment  company  management  compensation.  The  unaffiliated 
directors,  as  the  only  potentially  disinterested  persons  in  the  manage¬ 
ment  of  most  investment  companies,  can  and  should  play  an  active 
role  in  representing  the  interests  of  shareholders  not  only  in  connection 
with  management  compensation  but  in  other  areas  where  the  interests 
of  the  professional  managers  may  not  coincide  with  those  of  the  com¬ 
pany  and  its  public  investors.  Strengthening  the  voice  of  truly 
disinterested  directors  in  investment  company  affairs  is  important 
to  the  protection  of  public  shareholders.201  But  even  a  requirement 
that  all  of  the  directors  of  an  externally  managed  investment  company 
be  persons  unaffiliated  with  the  company’s  adviser-underwriter  would 
not  be  an  effective  check  on  advisory  fees  and  other  forms  of  manage¬ 
ment  compensation. 

The  unaffiliated  directors  are  not  in  a  position  to  bargain  on  an 
equal  footing  with  the  adviser  on  matters  of  such  crucial  importance 
to  it.  They  are  not  free,  as  a  practical  matter,  to  terminate  estab¬ 
lished  management  relationships  when  differences  arise  over  the 
advisory  fees  or  other  compensation.  This  reflects,  in  large  part.,,  the 
adviser-underwriter  permeation  of  investment  company  activities 
to  an  extent  that  makes  rupture  of  the  existing  relationships  a  difficult 
and  complex  step  for  most  companies.  For  these  reasons,  arm’s- 
length  bargaining  between  the  unaffiflated  directors  and  the  managers 
on  these  matters  is  a  wholly  unrealistic  alternative.  . 

The  Commission  is  not  prepared  to  recommend  at  this  time  the 
more  drastic  statutory  requirement  of  compulsory  internalization  of 
the  management  function  of  all  investment  companies.  Such  a  step 
would  deal  most  directly  with  the  adverse  consequences  flowing  from 
the  external  management  structure  of  the  industry  in  the  area  of 
management  compensation  as  well  as  with  other  aspects  of  the  relation¬ 
ship  between  the  funds  and  their  external  service  organizations  It 
has  its  analogy  in  the  Public  Utility  Holding  Company  Act  of  1935, 
which  required  the  service  function  for  public  utility  companies  m 
registered  holding  company  systems  to  be  performed  at  cost. 

While  internalization  could  produce  significant  savmgs  m  manage¬ 
ment  costs  for  large  investment  companies  and  investment  company 
complexes,  for  smaller  ones  it  might  be  more  costly.  An  advisory  fee 
at  the  rate  of  0.50  percent  per  year  of  net  asset  value,  while  far  in 

mi  For  the  Commission’s  recommendations  in  these  respects,  see  pp.  332-334,  infra. 

»» Holding  Company  Act,  sec.  13; 
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excess  of  the  cost  of  providing  management  for  some  of  the  larger 
fund  complexes,  would  be  insufficient  to  provide  an  adequate  full-time 
staff  for  smaller  investment  companies.  Since  the  prospect  of  profits 
from  advisory  contracts  after  a  fund  reaches  adequate  size  has  been 
the  dominant  motive  for  the  promotion  of  investment  companies, 
complete  elimination  of  that  prospect  might  prove  a  deterrent  to  the 
promotion  of  new  investment  companies  and  to  even  the  continued 
existence  of  the  small  investment  companies. 

The  Commission  believes  that  an  alternative  to  the  more  drastic 
solution  of  compulsory  internalization  of  managements  should  be 
given  a  fair  trial.  That  alternative  lies  in  applying  to  management 
compensation  the  standard  of  reasonableness  that  the  Act  applies  to 
other  transactions  between  investment  companies  and  their  affiliated 
persons.  The  Commission  believes  that  this  regulatory  approach 
also  can  resolve  the  problems  that  exist  in  the  area  of  investment 
company  management  compensation.  If  it  does  not,  then  more 
sweeping  steps  might  deserve  to  be  considered. 

H.  SALES  OF  MANAGEMENT  ORGANIZATIONS 

d .  The  need  for  shareholder  'protections 

In  recent  years,  an  increasing  number  of  externally  managed  mutual 
funds  have  experienced  changes  in  the  management  organizations 
that  provide  them  with  advisory  and  underwriting  services.  Since  the 
external  managers  generally  are  in  control  of  the  funds  they  serve,  the 
changes,  in  virtually  every  instance,  have  been  initiated  by  the  existing 
managers  in  connection  with  a  sale  of  the  assets  of,  or  a  controlling 
block  of  stock  in,  the  adviser-underwriter.  The  amount  of  fund  assets 
under  management,  in  most,  but  not  all  of  these  cases,  has  been  rela¬ 
tively  small.  In  some  instances,  the  change  occurred  because  the 
operation  of  the  fund  had  not  proved  profitable  to  the  existing  adviser- 
underwriter.  In  others,  the  change  was  occasioned  by  the  death  or 
retirement  of  a  principal  figure  in  the  management  organization. 

Sales  of  mutual  fund  management  organizations  have  created  im¬ 
portant  problems  in  the  administration  of  the  Act.  These  problems 
derive  from  the  fact  that  the  price  obtainable  for  the  assets  or  stock 
of  the  adviser-underwriter  depends  on  the  ability  of  the  seller  to 
transfer  to  a  prospective  buyer  the  benefits  derived  from  its  relation¬ 
ship  with  the  fund.  While  the  management  organization  may  have 
some  tangible  assets,  by  far  its  most  valuable  asset  is  its  control  of  the 
fund.  It  is  this  control  relationship  which  provides  the  management 
organization  with  an  expectation  of  future  earnings  from  advisory  fees, 
and  to  a  lesser  extent,  from  brokerage  and  underwriting  commissions. 

Not  every  sale  harms  a  fund;  many  strengthen  it  by  providing  a 
management  organization  with  greater  resources.  Nevertheless,  in 
every  instance  the  opportunity  to  profit  from  the  sale  of  the  manage¬ 
ment  organization  creates  a  potential  for  harm  to  the  fund  and  its 
shareholders.  In  such  situations,  the  manager’s  consideration  of  his 
own  interests  may  predominate  over  the  interest  of  the  fund  and  its 
shareholders.  As  the  principal  of  one  management  organization 
which  had  been  merged  into  another  candidly  stated  in  discussing  his 
reasons  for  rejecting  offers  by  other  management  organizations: 
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*  *  *  [With  the  group  we  chose]  we  got  18  percent  of  the 
management  company.  *  *  *  [This]  was  our  consideration. 
No  one  else  offered  that,  or  even  close  to  it. 


Under  such  circumstances,  sales  of  management  organizations 
have  raised  substantial  questions  of  unfairness  to  the  funds  and  their 
shareholders  in  a  number  of  cases.  For  example,  in  one  instance  new 
management  agreed  to  pay  for  the  retirement  of  a  class  of  preferred 
stock  of  the  old  management  organization,  a  registered  broker-dealer, 
for  a  consideration  of  up  to  $450,000.  The  consideration,  however, 
was  not  paid  by  new  management  but  by  the  fund  under  an  agree¬ 
ment  whereby  the  old  manager  would  receive  approximately  50  percent 
of  the  fund’s  brokerage  commissions  for  a  period  of  7  to  15  years. 
At  the  time  of  the  agreement  the  fund  had  assets  of  less  than  $10 
million.  Most  funds  of  that  size  utilize  virtually  all  of  their  brokerage 
to  obtain  supplementary  investment  advice,  pricing  services  for  their 
shares  and  other  services  commonly  available  from  broker-dealers 
in  return  for  such  commissions.203  Thus,  the  creation  of  an  obliga¬ 
tion  to  use  fund  brokerage  commissions  to  pay  for  a  transfer  of  the 
advisory  function  meant  that  an  asset  of  the  fund  which  should  have 
been  utilized  for  its  benefit  was  used  for  the  sole  benefit  of  its  managers. 
Such  an  obligation  also  adds  pressures  to  generate  brokerage  commis¬ 
sions  irrespective  of  investment  considerations.204 
2.  The  adequacy  of  existing  shareholder  'protections 

The  Act  requires  that  all  advisory  and  underwriting  contracts 
provide  for  automatic  termination  in  the  event  of  their  assignment.205 
The  Act  also  specifies  that  the  transfer  of  a  controlling  block  of  stock 
in  the  advisory  or  underwriting  organization  is  deemed  an  “assign¬ 
ment”  of  the  contract.206  These  provisions  reflect  congressional  con¬ 
cern  with  the  widespread  “trafficking”  in  advisory  and  underwriting 
contracts  prior  to  1940,  whereby  frequent  changes  in  investment 
company  managements  took  place  without  the  consent,  and  sometimes 
even  without  the  knowledge,  of  the  public  security  holders.207 

These  statutory  provisions,  in  effect,  require  that  a  sale  of  the 
management  organization  be  approved  by  the  holders  of  a  majority 
of  a  fund’s  voting  securities.208  Without  such  approval  of  a  new 
advisory  contract  209  with  the  buyers,  the  acquisition  of  the  manage¬ 
ment  organization  would  be  of  little  value.  Thus,  to  protect  the 
interests  of  shareholders  in  the  event  of  a  sale  of  the  management 
organization  the  Act  brings  into  play  the  “few  elementary  safeguards 
applicable  to  the  initial  approval  and  renewal  of  advisory  contracts 
with  existing  management  organizations. 

In  the  Commission’s  experience,  shareholder  approval  of  a  sale 
of  management  organization  has  been  readily  obtained.  1  he  Com¬ 
mission  knows  of  no  instance  where  fund  shareholders  have  rejected 
a  new  advisory  contract  proposed  by  their  managers  in  connection 
with  a  sale  by  them  of  the  management  organization.  I  he  Pric®s 
paid  in  these  transactions  invariably  reflect  an  expectation  that  the 


203  See  pp.  163-167. 

20*  See  pp.  174-179. 

>05  Sec.  15(a). 

Z  Klmim  Trust  Study,  pt.  3,  PP-  #8-115,  loa-1081,  1078-1098.  1278-1303. 1888-1888,  18M-1SS8.  »»- 
2d2of ' rhe"  Act’does  not  require  shareholder  approval  of  underwriting  contracts.  Sec.  15(b) . 
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buyers  will  be  able  to  succeed  to  the  sellers’  control  relationship  with 
the  fund.  These  prices  usually  have  been  far  in  excess  of  book  value 
of  the  property  transferred  and  represent  a  capitalization  of  antici¬ 
pated  future  earnings  that  can  be  realized  only  from  the  continuance 
of  that  relationship. 

These  safeguards  in  some  situations  have  provided  inadequate 
protections  for  the  funds  and  their  shareholders.  The  shareholders, 
and  in  many  situations  the  unaffiliated  directors,  are  in  no  position 
to  take  an  active  role  in  the  selection  of  new  management  organiza¬ 
tion  or  in  the  determination  of  the  terms  and  conditions  of  the  sale. 
The  shareholders  and  the  unaffiliated  directors  need  be  consulted  only 
in  connection  with  the  last  step  in  the  sale — approval  of  the  new 
advisory  contract.  At  that  point  their  alternatives  are  limited. 
They  must  either  accept  the  new  contract,  continue  with  an  existing 
management  that  may  be  unable  or  reluctant  to  perform  its  duties 
or  have  no  management  at  all.  Under  these  circumstances  any  con¬ 
cern  over  possible  unfairness  to  the  fund  resulting  from  the  sale  is 
likely  to  be  outweighed  by  the  prospects  of  having  no  manager  at 
all  or  having  to  retain  a  manager  who  has  been  deprived  of  an  oppor¬ 
tunity  for  an  advantageous  sale  of  the  management  organization  and 
who  may  be  unwilling  or  unable  to  function  properly. 

A  sale  of  the  management  organization  is  an  event  of  paramount 
importance  to  a  fund  and  its  shareholders,  and  the  conflict  of  interest 
involved  usually  is  a  striking  one.  It  is  in  the  interest  of  the  retiring 
manager  to  obtain  for  himself  the  highest  possible  price  for  succession 
to  the  relationship  and  his  concern  for  the  interests  of  the  fund  may  be 
substantially  reduced  by  the  fact  that  he  will  no  longer  have  anj7  con¬ 
nection  with  it.  The  interest  of  the  fund  and  its  shareholders,  on  the 
other  hand,  is  to  obtain  the  best  available  management  at  a  reasonable 
cost.  In  this  as  in  other  aspects  of  the  relationship  between  manage¬ 
ment  and  shareholders  of  mutual  funds,  competition  cannot  be 
relied  upon  to  provide  the  necessary  safeguards  because  the  manage¬ 
ment’s  control  over  the  fund  is  sufficiently  strong  so  that  prospective 
successors  to  the  relationship  will  bid  for  the  favor  of  the  existing 
management  rather  than  for  the  favor  of  the  fund  and  its  shareholders^ 

The  manager  of  a  mutual  fund  is  unquestionably  in  a  fiduciary 
relationship  to  it.  Consequently,  the  transfer  of  that  relationship  for 
a  price  has  some  elements  of  the  sale  of  a  fiduciary  office.  Sale  of  a 
fiduciary  office  is  strictly  prohibited  at  common  law  because  of  the 
conflicts  of  interest  which  are  involved.  In  the  transfer  of  mutual 
fund  management,  however,  as  in  the  related  area  of  management 
compensation,  certain  of  the  protective  provisions  of  the  Act  have 
had  the  somewhat  ironical,  and  presumably  unintended,  effect  of 
diluting  the  protections  provided  by  common  law  principles  of  fidu¬ 
ciary  responsibility.  Thus,  by  reason  of  the  automatic  termination 
provisions  in  the  event  of  assignment  and  the  requirement  that  share¬ 
holders  approve  the  new  arrangements,  it  can  be  argued,  as  was 
successfully  done  in  S.E.C.  v.  Insurance  Securities ,  Inc.,  that  there  is 
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no  sale  of  the  fiduciary  office,  since  that  office  automatically  terminates 
and  a  new  one  is  created  with  stockholder  approval.210 

However  unrealistic  this  conclusion  may  appear  in  the  light  of  the 
ability  of  the  retiring  management  to  use  the  proxy  machinery  to 
insure  the  installation  of  its  self-chosen  successors,  application  of  the 
strict  common-law  principle  might  well  be  unfair  insofar  as  it  denies 
to  the  retiring  management  any  compensation  for  the  elements  of 
value  in  the  relationship  which  they  may  have  built  up  over  the 
years.  The  absence  of  an  opportunity  to  capitalize  to  some  reason¬ 
able  degree  on  the  future  earnings  obtainable  from  this  relationship 
could  also  be  harmful  to  the  fund,  since  existing  management  might 
be  reluctant  to  surrender  that  relationship  and  to  provide  the  fund 
with  new  and  possibly  more  effective  management. 

On  the  other  hand,  as  pointed  out  above,  disclosure,  the  presence 
of  unaffiliated  directors,  and  shareholder  approval  do  not,  in  and  of 
themselves,  provide  adequate  protection  to  a  fund  and  its  shareholders 
against  the  dangers  of  overreaching  inherent  in  such  situations.  The 
problem  is  not  so  much  that  the  applicable  standards  of  conduct  in 
this  situation  are  known,  or  even  that  they  are  not  usually  adhered 
to.  The  difficulty  is  that  if  retiring  management  looks  only  to  its 
own  self-interest  and  negotiates  an  unfair  arrangement,  there  is  pres¬ 
ently  no  adequate  remedy  in  the  Act.  The  Commission  must  rely 
primarily  at  present  on  its  authority  to  seek  an  injunction  under  sec¬ 
tion  36  of  the  act  upon  the  ground  that,  in  arranging  the  succession, 
management  or  directors  have  been  ‘ ‘guilty’ ’  of  “gross  misconduct  or 
gross  abuse  of  trust.”  The  courts  might  be  extremely  reluctant  to 
place  that  stigma,  and  the  consequent  disabilities,  upon  businessmen 
merely  because  the  terms  of  succession  appear  unfair. 


3.  The  Commission’s  recommendation 

In  the  Commission’s  view,  existing  law  does  not  adequately  protect 
the  interests  of  investment  company  shareholders  against  harm  result¬ 
ing  from  sales  of  management  organizations.  It  believes  that  a  fuller 
measure  of  protection  can  be  given  without  interfering  with  the  ability 
of  investment  company  managers  to  dispose  of  their  interests  in  ad¬ 
visory  organizations.  Accordingly,  the  Commission  recommends 
that  the  Act  be  amended  to  prohibit  any  sale  of  the  assets  of  or  a  con¬ 
trolling  block  of  stock  in  an  investment  company  management  organi¬ 
zation  if  the  sale,  or  any  express  or  implied  understanding  in  connec¬ 
tion  with  the  sale,  is  likely  to  impose  additional  burdens  on  the  invest¬ 
ment  company  or  to  limit  its  freedom  of  future  action.  The 
Commission  should  be  expressly  authorized  to  institute  actions  to 
enforce  this  prohibition  and  to  intervene  as  a  party  in  any  private 
action  brought  for  that  purpose. 

The  proposed  amendment  would  expressly  recognize  the  standards 
of  fiduciary  duty  required  of  investment  company  managers  when 
they  sell  their  interests  in  advisory  organizations.  The  proposed 
amendment  would  not  authorize  the  Commission  or  the  courts  to 
determine  whether  or  not  owners  of  advisory  organizations  should 
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dispose  of  their  interests.  Nor  will  the  amendment  empower  the 
Commission  or  the  courts  to  prescribe  or  to  limit  the  consideration 
that  a  retiring  adviser  can  obtain  from  the  successor. 

The  purpose  of  the  proposed  amendment  is  to  protect  investment 
company  shareholders  from  harm  resulting  from  sales  of  the  manage¬ 
ment  organization.  It  would  prohibit  such  sales  when  it  appears 
affirmatively  that  they  are  likely  to  impose  additional  burdens  on 
the  investment  company  involved.  It  would  apply  in  situations,  for 
example,  in  which  the  buyer  of  the  management  organization  agreed 
to  cause  the  fund  to  direct  its  brokerage  to  the  seller  or  to  employ  the 
seller  at  a  salary  or  upon  other  terms  and  conditions  onerous  to  the 
fund  or  restrictive  of  its  future  freedom  of  action.  In  the  Commis¬ 
sion’s  view,  the  proposed  amendment  would  protect  investment 
company  shareholders  against  harm  resulting  from  sales  of  the  manage¬ 
ment  organization  without  discouraging  investment  company  man¬ 
agers  who  are  unable  or  unwilling  to  continue  serving  in  that  capacity 
from  terminating  their  relationship  and  without  unduly  affecting  the 
incentives  for  organizing  and  developing  new  investment  companies. 

Although  the  proposed  amendment  would  define  certain  specific 
duties  of  investment  company  managers  in  connection  with  sales  of 
their  management  organization,  it  would  not  in  any  way  derogate 
from  or  supersede  their  basic  fiduciary  obligation  to  arrange  for  their 
successors  in  a  manner  which  is  not  adverse  to  the  interests  of  the 
company  and  its  shareholders.  Moreover,  to  the  extent  that  prob¬ 
lems  of  shareholder  protection  in  connection  with  sales  of  manage¬ 
ment  organizations  have  been  accentuated  by  existing  levels  of 
management  compensation  obtainable  through  control  of  investment 
companies,  they  should  be  mitigated  by  adoption  of  the  proposed 
standard  of  reasonableness.  The  amounts  paid  to  acquire  control 
of  investment  company  assets  through  purchases  of  management 
company  organizations  would  not  be  a  factor  in  determining  the 
reasonableness  of  management  compensation  or  in  justifying  the 
level  of  such  compensation  under  the  proposed  standard  of  reason¬ 
ableness. 


Table  III— 11. — Summary  of  shareholder  fee  litigation 
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CHAPTER  IV 

PORTFOLIO  TRANSACTIONS 


A.  INTRODUCTION 

Investment  companies  buy  and  sell  securities  on  an  extensive  scale. 
In  1965,  the  securities  transactions  of  just  the  mutual  fund  sector  of 
the  investment  company  industry  amounted  to  an  estimated  $13.6 
billion.1  In  all  but  a  small  portion  of  these  transactions,  the  funds 
utilized  the  services  of  brokers  and  dealers. 

Thus  brokerage  business  from  the  growing  investment  company 
industry  has  become  an  increasingly  important  source  of  revenue  to 
the  securities  industry.  During  1965  this  revenue  was  estimated  at 
more  than  $100  million  for  mutual  fund  portfolio  transactions  alone.2 
To  investment  companies  and  their  shareholders,  the  cost  of  executing 
portfolio  transactions  is  a  substantial  addition  to  other  expenses  of 
operation.3 

This  chapter  is  concerned  primarily  with  the  public  policy  questions 
raised  by  the  execution  of  mutual  fund  portfolio  transactions.  Sec¬ 
tion  B  describes  the  securities  markets  and  the  extent  to  which  invest¬ 
ment  companies,  particularly  mutual  funds,  use  the  various  markets. 
Section  C  deals  with  the  allocation  of  mutual  fund  brokerage  business. 
It  describes  the  factors  affecting  such  allocations,  the  impact  of  the 
use  of  brokerage  commissions  to  pay  dealers  extra  cash  for  sales  of  fund 
shares,  the  existing  controls  over  this  practice  and  the  need  for  and 
nature  of  possible  further  steps  that  might  be  taken  by  the 
Commission. 

Section  D  discusses  the  questions  raised  by  close  affiliations 
between  investment  companies  and  broker-dealers  who  execute  their 
portfolio  transactions.  Section  E  discusses  the  problems  raised  by 
investment  company  practices  in  connection  with  the  distribution  of 
realized  capital  gains  and  presents  a  recommendation  for  legislation 
with  respect  to  such  practices.  Finally,  section  F  examines  problems 
relating  to  transactions  in  the  portfolio  securities  of  investment 
companies  by  their  affiliated  persons  and  presents  the  Commission’s 
legislative  recommendation  in  this  area. 

1  Purchases  amounted  to  about  $7.6  billion  and  sales  amounted  to  about  $6.0  billion.  Figures  do  not 
include  transactions  in  U.S.  Government  securities.  Source:  Investment  Company  Institute. 

2  This  figure  represents  the  sum  of  (a)  brokerage  commissions,  and  (6)  gross  profits  realized  by  securities 
dealers  in  those  transactions  in  which  they,  as  dealers,  bought  securities  from  and  sold  securities  to  the 
funds.  Source:  Investment  Company  Institute. 

3  Since  brokerage  commissions  are  considered  a  capital  item  rather  than  an  operating  expense  under 
standard  accounting  principles,  they  are  not  reflected  in  income  and  expense  statements.  Nevertheless 
they  do  constitute  significant  costs  to  investment  company  shareholders. 
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B.  THE  SECURITIES  MARKETS 


1 .  National  securities  exchanges 

(a)  The  organization  of  an  exchange  4 

Most  investment  company  portfolios  consist  largely  of  securities 
traded  on  one  or  more  national  securities  exchanges.5  The  exchanges 
are  voluntary  associations  which  maintain  organized  marketplaces 
for  securities.®  Fourteen  exchanges  have  registered  with  the  Com¬ 
mission  as  “national  securities  exchanges”  and  under  the  Securities 
Exchange  Act  of  1934  (“Exchange  Act”)  are  required  to  assume  self- 
regulatory  responsibilities  over  the  activities  of  their  members.7 

Trading  on  an  exchange  is — and  by  law  must  be — confined  to  (1) 
securities  that  have  been  “listed”  with  the  exchange  and  “registered” 
with  the  Commission  for  such  trading,  and  (2)  securities  as  to  which 
unlisted  trading  privileges  have  been  granted.8  The  fisting  of  a 
security  is  initiated  by  the  issuer  who  must  apply  for  such  fisting  to 
the  exchange  9  and  must  enter  into  a  fisting  agreement  with  the  ex¬ 
change  by  which  it  undertakes  to  comply  with  the  exchange’s  regula¬ 
tions.10  Unlisted  trading  privileges  with  respect  to  a  security,  on  the 
other  hand,  are  granted  by  the  Commission  at  the  instance  of  an 
exchange  upon  a  showing  that  the  extension  of  such  privileges  “is 
necessary  or  appropriate  in  the  public  interest  or  for  the  protection  of 
investors.”  11  A  security  as  to  which  unlisted  trading  privileges  are 
in  effect  is  usually  one  that  is  fisted  on  another  exchange.1* 


(6)  Minimum  commission  rate  schedules 
Direct  access  to  exchange  trading  floors  is  limited  to  exchange 
members.  Since  each  exchange  has  a  limited  number  of  memberships, 
one  who  wishes  to  join  an  exchange  must  purchase  a  membership — 
commonly  referred  to  as  a  “seat” — usually  from  an  existing  member. 
Exchange  members  may  execute  orders  personally  on  the  exchange 
floor  or  have  them  handled  by  other  members  at  rates  less  than  those 
charged  nonmembers.13 

The  brokerage  commissions  which  exchange  members  charge  non¬ 
members  for  executing  transactions  on  an  exchange  are  governed  by 
minimum  commission  rate  schedules.  These  schedules  which  have 
been  adopted  by  all  national  securities  exchanges  are  substantially 
similar  and  are  based  on  the  dollar  value  of  a  single  round-lot  transac¬ 
tion  which  for  all  but  a  few  inactively  traded  stocks  is  a  hundred 
shares.  The  commission  rates  vary  with  the  price  per  share  of  the 
security,  but  the  commissions  charged  on  an  order  for  10,000  shares  of 


♦  For  detailed  treatment,  see  Special  Study,  pt.  2,  35-48,  294-346.  For  a  brief  historical  and  comparative 
account,  see  14  Encyclopedia  of  the  Social  Sciences  397-402  (1937). 

SfStSaSSaSffi  Exchange  Act  defines  an  "exchange”  as  “any  organization,  association,  or  group  of 
perscms  °whether  incorporated  or  unincorporated,  which  constitutes,  maintains,  or  provides  a  market¬ 
place  or  facilities  for  bringing  together  purchasers  and  sellers  of  securities  .... 
i  Exchange  Act,  sec.  6. 

»  Exchange  Act,  sec.  12. 

:.1She*r  Nei  V«i2&k  *»*&*£? !,A;KfeSS,  «Sins2"S>™p sr.  % 

j Sisfe 

traded  only  on  the  American  Stock  Exchange^  New  York  stock  Exchange-permit  their  mem- 

13  The  rules  of  certain  of  the  ex°”^nges  du  lower  than  those  provided  for  in  minimum  com¬ 
bers  to  charge  nonmember  broker-dealers  rates  s  mew hawo  e  speeded  portions  of  the  commission 

?syp?bfiS“i?o“K  s“  ■>-•  »*-”»■ 
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a  given  security  (100  round  lots)  will  be  exactly  100  times  the  commis¬ 
sion  for  a  100-share  order.  The  Securities  and  Exchange  Commission 
has  the  authority  to  alter  or  supplement  exchange  commission  rate 
schedules  under  circumstances  and  procedures  specified  in  the  Ex¬ 
change  Act.14 

Although  exchange  rules  permit  their  members  to  charge  higher 
commissions  than  those  provided  for  in  the  minimum  commission 
rate  schedules,  the  minimum  has,  in  practice,  become  a  ceiling  as 
well  as  a  floor.  Hence,  though  exchange  members  compete  vigorously 
among  themselves,  with  members  of  other  exchanges  and  with  non- 
member  broker-dealers  for  investor  patronage  in  exchange-traded 
securities  they  may  not  do  so  on  the  basis  of  direct  price  competition* 

(c)  The  New  York  Stock  Exchange 

During  1965,  the  New  York  Stock  Exchange  (“NYSE”),  which  is  by 
far  the  most  significant  of  the  national  securities  exchanges,  accounted 
for  about  82  percent  of  the  aggregate  dollar  volume  of  all  stocks, 
traded  on  the  14  registered  national  securities  exchanges.15  The 
portfolios  of  most  mutual  funds  tend  to  be  heavily  concentrated  in 
securities  listed  on  the  NYSE  and  most  of  their  transactions  are 
executed  on  that  exchange.  At  the  end  of  1965,  approximately 
81  percent  of  the  funds’  stock  holdings  consisted  of  NYSE  listed 
preferred  and  common  stocks.19 

(d)  The  American  Stock  Exchange 

t  During  1965  trading  in  stocks  on  the  American  Stock  Exchange 
(“Am ex”),  the  second  largest  national  securities  exchange,  accounted  for 
about  9.6  percent  of  the  aggregate  dollar  volume  of  all  such  trading 
on  national  securities  exchanges  17  and  exceeded  the  dollar  volume  of 
stock  trading  on  all  other  exchanges  except  the  NYSE.18  However, 
while  securities  listed  on  the  New  York  Stock  Exchange  are 
traded  on  regional  exchanges,  they  are  not  traded  on  the  Amex. 
Since  mutual  fund  portfolios  tend  to  be  heavily  concentrated  in 
NYSE-listed  stocks,  mutual  fund  trading  on  the  Amex  does  not. 
account  for  a  significant  portion  of  fund  portfolio  transactions. 

(e)  The  regional  exchanges 

There  are  11  registered  securities  exchanges  in  cities  other  than 
New  York.19  On  three  of  these  exchanges  trading  is  almost  entirely 
confined  to  mining  stocks  that  sell  for  less  than  $1  a  share,  while 
trading  on  a  fourth  exchange  is  confined  to  commodities.20  Unless  the 
text  indicates  otherwise  “regional  exchanges”  will  refer  to  the  seven 
other  exchanges.  They  are  the  (1)  Midwest  Stock  Exchange;  (2) 
Pacific  Coast  Stock  Exchange;  (3)  Philadelphia-Baltimore-Washing- 
ton  Stock  Exchange;  (4)  Boston  Stock  Exchange;  (5)  Detroit  Stock 
Exchange;  (6)  Cincinnati  Stock  Exchange  and  (7)  Pittsburgh  Stock 
Exchange. 


14  Exchange  Act,  sec.  19(b)(9). 

15  The  dollar  volume  of  NYSE  stock  trading  in  1965  was  approximately  $73.2  billion  while  the  dollar 
volume  of  stocks  traded  on  all  registered  exchanges  amounted  to  approximately  $89.2  billion 

8  Source.  Investment  Company  Institute. 

it  Excluding  the  NYSE  and  Amex,  the  other  national  securities  exchanges  accounted  for  8  3  percent  of 
the  dollar  volume  of  stock  traded  on  national  securities  exchanges  in  1965,  ' 

18  Stock  transactions  on  the  Amex  during  that  year  involved  about  $8.6 ’billion.  Total  Amex  volume  in 
all  securities  was  approximately  $9  billion. 

i»  In  addition  to  the  NYSE  and  the  Amex,  there  is  a  third  exchange  in  New  York  City  the  National 
Stock  Exchange.  Its  trading  volume  is  not  substantial.  ’ 

In  addition,  there  are  three  other  regional  exchanges  that  have  been  exempted  from  registration  by  the 
Commission  pursuant  to  sec.  5  of  the  Exchange  Act  because  of  their  limited  volume 


71-588  0—66 
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The  securities  traded  on  these  regional  exchanges  are  of  two  quite 
different  types.  The  first  type  consists  of  securities  for  which  there  is 
no  exchange  market  other  than  a  regional  exchange.  Investor  interest 
in  these  “solely  traded”  securities  is  usually  of  a  predominantly  local 
character  and  their  trading  volume  is  relatively  small.21  The  securities 
themselves  usually  do  not  meet  the  listing  standards  of  the  NYSE. 

The  second  type  consists  of  securities  listed  on  the  NYSE  or  on  the 
Amex  and  also  traded  on  the  regional  exchanges.  These  “dually 
traded”  securities,  which  accounted  for  approximately  98  percent  of 
the  dollar  volume  of  the  regional  exchanges  during  1965,  consist  in  the 
main  of  the  most  active  stocks  on  the  NYSE.  Many  NYSE  stocks 
are  traded  on  at  least  one  regional  exchange,  and  some  of  the  most 
active  NYSE  stocks  are  traded  on  all  of  the  regional  exchanges. 
The  Special  Study  also  noted  the  tendency  for  volume  in  dually 
traded  stocks  to  be  heaviest  in  the  securities  of  companies  closely 
connected  with  the  region  in  which  the  exchange  is  located.22  Almost 
all  investment  company  transactions  on  regional  exchanges  involve 
dually  traded  securities. 

2.  The  over-the-counter  markets  in  unlisted  securities 

Although  exchange  listed  securities  account  for  the  bulk  of  the 
dollar  volume  of  equity  securities  traded  in  the  United  States,  the 
securities  of  most  publicly  held  companies  are  not  traded  on  an 
exchange  23  but  in  what  is  commonly  called  the  “over-the-counter” 
market.24  The  securities  traded  in  this  market  consist  of  almost  all 
bank  and  insurance  stocks,  corporate  and  government  bonds  (includ¬ 
ing  municipals),  some  substantial  utility  issues,  and  the  stocks  of  a 
number  of  sizable  industrial  corporations.  Most  investment  com¬ 
panies  hold  some  over-the-counter  securities  and  a  few  invest  prin¬ 
cipally  or  exclusively  in  such  securities.25 

The  over-the-counter  market  has  no  central  trading  point  at  which 
brokers  for  buyers  and  sellers  or  dealers  can  come  together.  Instead, 
they  communicate  with  each  other  by  telephone  and  teletype  and  by 
private  quotation  services.  The  focal  points  of  the  over-the-counter 
market  are  those  firms  that  make  markets  in  particular  securities. 
They  maintain  inventories  of  unlisted  securities  and  are  engaged  in 
buying  such  securities  from  and  in  selling  them  to  other  broker- 
dealers.26  Profits  from  the  marketmaking  function  in  over-the-counter 
securities  are  derived  primarily  from  the  spread  between  the  prices 
at  which  dealers  contemporaneously  buy  and  sell.  Over-the-counter 
marketmakers  compete  among  themselves  on  a  price  basis.  To  make 
reasonable  efforts  to  obtain  the  best  price  in  over-the-counter  trans¬ 
actions,  broker-dealers  with  customer  orders  for  securities  in  which 
they  are  not  making  markets  check  prices  with  several  competing 
marketmakers. 


21  See  Special  Study,  pt.  2,  913-914. 

a  Inhere1  ar'^ over Issues  listed  on  all  the  registered  exchanges  On  the  other  hand,  there  is 
some  over-the-counter  trading-often  only  sporadic-in  the 

24  For  a  comprehensive  survey  of  the  over-the-counter  market,  see  Special  Study ,  pt.  2.  533  79. .  . 

25  jn  tfjjs  category  are  investment  companies  whose  portfolios  consist  largely  or  wholly  of  bank  and/o 
insurance  stocks.  Among  those  companies  are  insurance  Securities  Trust  Fund  (approximate  June  30, 
i960  assets  $1  1  billion)  Century  Shares  Trust  (approximate  June  30,  1966,  assets  $101  million),  Capital 
Shoreline.  (approxhnateJune  30,  1966,  assets  $89  million),  and  Life  Insurance  Investors,  Inc.  (approximate 

J™Somi^th^eeflrSdSnotnieal  with  thegeneral  public.  Others,  the  “integrated’’  firms,  maintain  large 
retail  d^nartm^ts  See  Special  Study,  pt.  2,  555,  which  notes  that  “The  difference  between  the  two  kinds 
nf  wbolesaledealers  is  not asharp  one  in  all  cases  and  mav  be  a  matter  of  degree.  For  example,  a  pure  whole- 
sall  deader  may  have  some  retail  customers,  and  an  integrated  firm  may  also  have  a  trading  department 
which  trades  some  stocks  without  regard  to  the  firm  s  retail  aetivities. 
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Members  of  the  investing  public  sometimes  trade  over-the-counter 
securities  directly  with  marketmakers  in  these  securities.  More  often, 
however,  they  trade  through  their  own  broker-dealers  who  seek  out  the 
marketmakers  and  charge  commissions  or  markups  for  their  services. 
Large  institutional  investors,  such  as  investment  companies,  on  the 
other  hand,  are  frequently  sought  out  by,  and  are  in  a  position  to  deal 
directly  with  marketmakers  to  whom  they  are  important  and  knowl¬ 
edgeable  customers.  Since  in  such  cases  they  pay  no  fee  or  service 
charge  to  a  broker-dealer  intermediary,  they  usually  are  able  to  con¬ 
summate  over-the-counter  transactions  at  costs  lower  than  those 
incurred  by  other  types  of  public  investors.27 

8.  The  third  market 


Many  securities  traded  on  exchanges  can  be  bought  or  sold  by 
nonmembers  of  such  exchanges  in  a  specialized  segment  of  the  over- 
the-counter  market— the  so-called  “third  market.”  28  The  third 
market  has  developed  for  two  main  reasons.  First,  it  enables  pro¬ 
fessionals  in  the  securities  business  who  are  not  members  of  an  ex¬ 
change  to  do  a  remunerative  business  in  listed  securities.  A  broker- 
dealer  who  does  not  belong  to  an  exchange  must  use  an  exchange 
member  if  he  wishes  to  have  an  order  executed  on  the  exchange.  The 
rules  of  the  NYSE,  the  Amex,  and  the  Midwest  Stock  Exchange  in 
effect  require  that  their  members  charge  nonmember  professionals  the 
same  minimum  commission  rates  as  the  general  public.29  By  executing 
transactions  in  listed  securities  in  the  third  market,  nonmember 
professionals  can  profit  from  such  transactions,  although  charging 
their  customers  no  more  and  sometimes  less  than  if  the  transactions 
were  executed  through  the  facilities  of  the  exchanges.30 

• Another  reason  for  the  development  of  the  third  market  is  the 
ability  of  large  investors  sometimes  to  do  business  more  economically 
there  than  on  the  exchanges.  Institutions  may  deal  directly  wdth  a 
marketmaker  who,  acting  as  principal,  buys  or  sells  for  his  own 
account  at  a  net  price  which  may  include  a  markup  but  does  not 
melude  a  service  charge  or  commission.  In  other  cases,  wffiere  an 
institution’s  order  is  of  such  size  that  the  marketmaker  does  not  wish 
to  effect  the  transaction  for  his  own  account,  the  marketmaker  may 
seek  out  the  opposite  side  of  the  order  and  effect  a  cross  in  his  office.31 
As  a  nonmember  of  an  exchange,  the  marketmaker  is  not  bound  by  a 
minimum  commission  rate  schedule  which  on  such  a  transaction 
requires  the  charging  of  twro  minimum  commissions.  Accordingly, 


J  able  t"“  fr0m  n“ltetIMk« than  reta»  dealers 

28  See  generally,  Special  Study,  pt.  2,  870-906. 

»  A  number  of  regional  exchanges  permit  their  members  to  charge  professionals  commissions  somewhat 
lower  than  the  minimum  rates  charged  the  general  public.  uus  somewnat 

Although  the  N  YSE  does  not  permit  nonmember  professionals  such  preferred  rates  under  a  recent 
amendment  to  NYSE  rule  394,  members  holding  a  customer’s  round-lot  order  may  solicit  a  qualified  non- 
member  marketmaker  to  participate  in  the  execution  of  the  order  for  the  nonmember’s  own  account  and 

order  °fl  the  L00r  of  the  excl'an?e.  if  after  checking  on  the  exchange,  they  find  that  they  can 
8et  a  better  execution  for  their  customer  by  dealing  with  the  nonmember.  NYSE  rule  394fbl  y  Can 
'The  Special  Study  concluded  that  ‘‘this  motivation  apparently  explains  the  great  bulk  of  the  trading: 
by  broker-dealer  intermediaries  on  the  third  market.  These  broker-dealers  are  distributed  in  communities 
ranging  from  small  to  large  throughout  the  country  and,  while  including  some  sizable  firms  generalhfcon 
sist  of  the  smaller  ones.  Special  Study,  pt.  2,  884.  See  also  id.  at  905:  “Ofl-board  trading  of  Usted  stocks 
*  operates  to  permit  nonmember  broker-dealers  to  offer  their  public  customers  a  more  comnlete  line 
of  securities  than  would  be  possible  in  the  absence  of  such  a  market.  It  encourages  a  sharpercompetition 
among  broker-dealers  which  should  redound  to  the  benefit  of  their  public  customers  ”  ^  competition 

The  Special  Study  also  noted  that  similar  motives  account  for  the  fairly  extensive  Darticination  of 
mercial  banks  in  the  third  market.  Banks  that  act  as  agents  for  their  customers  in  securities  transactions 
sometimes  find  that  they  are  able  to  obtain  more  compensation  for  their  services-without  fanpodns S 
f^ter  charge  on  their  customers  or  even  by  charging  their  customers  less-by  handling  a  transaction  on 
the  third  market  rather  than  on  an  exchange.  Special  Study,  pt.  2  884-885  6  ou  on 

31  Cf.  dp.  171fl72,  infra. 
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he  can,  and  almost  invariably  does,  charge  a  commission  or  service' 
charge  in  connection  with  large  crosses  which  is  well  below  the  mini¬ 
mum  exchange  commission.  Although  prices  in  the  third  market  are 
closely  tied  to  those  on  the  principal  exchanges,  buyers  benefit  from 
using  the  third  market  so  long  as  the  total  cost  of  acquiring  the  securi¬ 
ties  they  seek  is  below  the  sum  of  (1)  the  price  they  would  have  had 
to  pay  on  the  exchange  and  (2)  the  fixed  commission  that  would 
necessarily  have  been  paid  had  the  exchange  been  used.32 

The  cost  difference  can  be  significant.  For  example,  the  exchanges’ 
commission  schedules  provide  for  a  commission  of  one-tenth  of  1 
percent  plus  $39  for  each  round-lot  transaction  involving  $5,000 
or  more.  Thus,  a  $5,000  order  for  100  shares  (one  round  lot)  of  a  $50 
stock  results  in  a  commission  of  $44.  A  $50,000  order  for  1,000  shares- 
(10  round  lots)  of  the  same  stock  costs  $440  in  commissions  and  a 
$500,000  order  for  10,000  shares  (100  round  lots)  of  that  stock  costs 
$4,400  in  commissions.  The  buyer  and  the  seller  must  each  pay  these 
amounts  as  commissions.  Third  market  firms  are  often  willing, 
indeed  eager,  to  handle  a  large  order  for  compensation  much  below 
the  commissions  that  exchange  members  have  to  charge. 

The  focal  points  of  the  third  market  are  the  marketmakers.  The 
Special  Study  noted: 

[T]he  marketmakers  trade  almost  exclusively  with  institu¬ 
tions  and  with  broker-dealers.  Since  institutions  trade 
largely  through  skilled  trading  departments,  the  market  is 
almost  exclusively  a  professional  one  *  *  * 

[Iln  keeping  with  the  professional  character  of  their  cus¬ 
tomers  is  *  *  *  the  omission  of  the  various  customer  serv¬ 
ices  performed  by  the  public  commission  houses  on  the  ex¬ 
changes.  *  *  *  The  market  makers  appear  to  have  no- 
security  research  or  investment  counsel  staff,  sales  repre¬ 
sentatives,  customers’  rooms  or  similar  personnel  and  facili¬ 
ties  devoted  to  the  merchandising  of  fisted  securities.  Nor 
do  they  engage  in  margin  financing,  safekeeping  of  securities 
or  many  of  the  auxiliary  service  functions  usually  provided  by 
stock  exchange  firms  tor  customers.  These  market  makers 
thus  tend  to  correspond  to  the  purely  wholesale  firms  in  the 
over-the-counter  market  generally,  although  the  bulk  of 
their  dollar  volume  is  ‘retail’  business  with  institutions 
which  are  the  public  customers,  as  distinguished  from 
‘wholesale’  business  with  other  broker-dealers  or  banks 
representing  public  customers.33 

Institutional  traders  often  use  the  third  market  as  well  as  the 
exchanges  to  acquire  or  dispose  of  large  blocks  of  securities.  However, 
the  Special  Study  pointed  out  that  inutual  funds  make  appreciably 
less  use  of  the  third  market  than  other  institutional  investors.  It 

found  that: 

Pension  funds  did  a  high  portion  of  their  trading  in  NYSE 
stocks  on  the  third  market— 18.7  percent  in  March  1961 
and  15.7  percent  in  April  1962.  Insurance  companies, 
both  life  and  nonlife,  and  common  trust  funds  also  tended  to 

s&sr  “"*• 
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be  relatively  heavy  users  of  the  third  market.  But  open-end 
investment  companies  (load)  effected  only  6.0  percent  of  their 
NYSE  business  on  the  third  market  in  March  1961  and  6.1 
percent  in  April  1962.  *  *  *  34 

4-  The  fourth  market 

Sometimes  buyers  and  sellers  deal  directly  with  each  other — without 
the  aid  of  professional  intermediaries.  Such  trading  by  institutional 
investors  has  been  popularly  labeled  the  “fourth  market.”  Recently, 
there  have  been  reports  of  some  growth  in  the  importance  of  this  type 
of  trading. 35  Investment  companies  use  the  fourth  market  on 
occasion. 36  Some  of  these  transactions  are  sizable.  At  present, 
however,  the  fourth-market  activity  of  investment  companies  appears 
insignificant  in  relation  to  the  total  volume  of  their  portfolio  trans¬ 
actions. 

5.  Underwritten  offerings 

Investment  companies  also  purchase  and  sell  securities  through 
underwritten  offerings  of  securities.  An  underwritten  offering  may 
be  made  on  behalf  of  the  issuer  of  the  security,  its  controlling  person 
or  a  large  shareholder  such  as  an  institutional  investor.37  Such 
offerings  normally  involve  the  sale  of  blocks  of  securities  that  are  too 
large  in  relation  to  trading  volume  to  be  sold  through  normal  market 
channels. 

The  sale  of  a  large  block  of  securities  under  these  circumstances 
requires  special  selling  efforts  by  broker-dealers.  To  obtain  such 
efforts  the  seller  usually  engages  the  services  of  one  or  more  under¬ 
writers  who  often  organize  selling  groups  of  dealers  to  assist  in  the 
public  distribution.  The  professional  participants  in  an  under¬ 
written  offering  derive  their  compensation  from  the  “spread”  between 
the  amount  they  pay  the  seller  and  the  price  they  receive  from  the 
buyers.38  The  spread  is  usually  several  times  more  than  an  exchange 
commission  and  furnishes  the  incentive  for  the  selling  effort  required 
in  the  distribution. 

Underwritten  securities  generally  are  sold  to  the  public  at  fixed 
prices.  When  investment  companies  purchase  securities  in  an  under¬ 
written  offering,  they  must  pay  the  same  price  as  other  purchasers. 
Purchases  of  securities  by  investment  companies  through  under¬ 
written  offerings  vary  considerably  from  year  to  year  and  from  com¬ 
pany  to  company.  This  variation  reflects  the  fluctuating  volume  of 
such  offerings  in  the  securities  markets  generally  and  the  differing 
degrees  of  interest  in  these  offerings  demonstrated  by  the  various 
fund  managers. 

34  Special  Study,  pt.  2,  881. 

35  For  further  discussion,  see  Robbins,  “The  Securities  Markets,”  257-261  (1966). 

36  The  Commission  on  September  8, 1966,  adopted  rule  17a-7  under  the  Act  which  exempts  from  sec.  17(a) 
purchases  or  sales,  between  affiliated  registered  investment  companies  for  no  consideration  other  than  cash 
payment  against  prompt  delivery,  of  a  security  traded  on  a  national  securities  exchange,  if  the  principal 
market  for  such  security  is  a  national  securities  exchange  and  the  transaction  is  effected  at  the  independent 
current  market  price  of  such  security  on  such  principal  market  and  no  brokerage  commission,  fee  or  other 
remuneration  is  paid  in  connection  with  the  transaction  and  the  transaction  is  consistent  with  the  policy 
■of  such  registered  investment  companies.  Investment  Company  Act  Release  No  4697 

37  Sales  by  issuers  are  called  "primary  distributions,”  and  sales  by  other  persons  of  outstanding  and  issued 
securities  are  called  “secondary  distributions.”  Public  distributions  of  securities  by  issuers  their  con¬ 
trolling  persons  and  their  underwriters  are  generally  subject  to  registration  under  the  Securities  Act. 
Although  such  distributions  by  institutional  investors  are  subject  to  registration  if  the  institution  is  deemed 
a  controlling  person  of  an  issuer  or  an  underwriter,  institutions  often  do  not  occupy  that  status  in  relation  to 
the  securities  they  hold.  See  generally,  ch.  II,  pp.  59-61,  supra. 

38  In  another  type  of  underwriting,  the  “best-efforts”  underwriting,  underwriters  are  selling  agents  rather 
than  risk  bearers.  See  1  Loss,  Securities  Regulation  171-172  (2d  ed.,  1961).  Their  compensation  takes  the 
form  of  a  commission  deducted  from  the  selling  price. 
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Mutual  fund  sales  of  portfolio  securities  through  underwriters 
generally  have  been  increasing.  With  the  growth  of  the  mutual 
fund  industry,  many  of  the  larger  funds  and  fund  complexes  have 
tended  to  rely  more  heavily  on  such  offerings  to  sell  sizable  holdings 
that  otherwise  cannot  be  quickly  liquidated  through  normal  market 
channels  at  prevailing  market  prices.39 

When  these  funds  sell  portfolio  securities  in  an  underwritten  offer¬ 
ing,  they,  like  all  other  sellers,  pay  the  underwriting  spread.  This 
amounts  to  considerably  more  than  the  sales  charges  they  incur  when 
selling  portfolio  securities  through  ordinary  market  channels.  The 
NYSE  has  developed  a  number  of  special  plans  to  facilitate  distribu¬ 
tions  of  substantial  blocks  of  securities  on  the  exchange.40  Exchange 
members  may  also  participate  in  distributions  of  NYSE  listed  securi¬ 
ties  off  the  exchange  with  the  prior  approval  of  the  exchange.41 

6.  Private  'placements 

It  is  often  possible  for  issuers  and  their  controlling  persons  to  raise 
substantial  amounts  of  capital  through  “private  or  direct  placements” 
of  securities  with  a  single  large  investor  or  a  small  group  of  such 
investors.  If  such  investors  purchase  for  “bona  fide”  investment 
purposes,  i.e.,  with  no  intention  to  distribute  publicly,  the  transaction 
is  exempt  from  the  registration  requirements  of  the  Securities  Act.42 
Such  private  placements  are  normally  negotiated  with  the  aid  of 
professional  intermediaries  who  bring  the  parties  together  and  who 
receive  fees  for  their  services.  As  in  an  underwriting,  the  inter¬ 
mediary’s  fee  in  a  private  placement  usually  comes  entirely  from  the 
seller. 

Institutional  investors,  including  investment  companies,  constitute 
the  most  important  market  for  private  placements.  However,  since 
such  investors  undertake  to  purchase  for  investment,  they  are  re¬ 
stricted  in  their  ability  to  resell  to  the  public  without  complying  with 
the  registration  requirements  of  the  Securities  Act.  Although  a 
number  of  the  larger  mutual  funds  make  active  efforts  to  search  out 
attractive  private  placements,  they  do  not  figure  as  prominently  in 
the  private  placement  market  as  do  institutional  investors  such  as 
insurance  companies,  pension  funds,  university  and  similar  endow¬ 
ment  funds. 


C.  FACTORS  AFFECTING  ALLOCATION  OF  MUTUAL  FUND  BROKERAGE 

COMMISSIONS 

1 .  The  creation  of  disposable  brokerage 

Brokerage  commissions  generated  by  investment  companies  and 
other  large  institutional  investors  are  a  particularly  important  and 
potentially  profitable  source  of  revenue  to  member  films  of  national 
securities  exchanges.  In  the  securities  industry  salesmen  usually 
receive  from  25  to  40  percent  of  the  commissions  charged  to  public 
customers.  Mutual  funds,  like  other  institutional  investors  of  sub- 

39  See  ch.  VII,  p.  286,  Infra. 

40  See  Special  Study,  pt.  L  56^-663;  J?1;  YSE  generally  prohibit  its  member  firms  from  trading 

«  Subject  to  certain  exceptions  fche  rules  of  the  N  ybE  generally  ij  h  s  on  which  the  particular 

listed  stocks  in  a  market  ^er  than  the  NYSE  i^^^.  lhe  NYSE  will  permit  members  to  engage  in 

SSUSKiffi”  SM  &L  '»»«•  “re  '“■“'red  ,or 

"‘SsSSS'of S ISltifs“tn™p«iromWregistr.tI<.n  requbemeats '■traction, by  .n  i™»ot 
Involving  any  public  offering. 
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stantial  size,  however,  are  usually  “house”  accoimts  on  which  salesmen 
often  do  not  receive  commissions. 

Moreover,  institutional  brokerage  accounts  produce  numerous  trans¬ 
actions  which  on  the  average  are  considerably  larger  than  those  of 
other  types  of  investors.  Although  a  large  order  may  make  greater 
demands  on  a  broker  than  a  small  one,  member  brokers  can  profitably 
execute  and  clear  transactions  for  investment  companies  and  other 
large  institutional  customers  at  a  cost  which  is  only  a  fraction  of  the 
commissions  they  must  charge.  Thus,  large  institutional  investors 
have  substantial  amounts  of  brokerage  commissions  at  their  disposal. 

As  the  Wharton  Report  noted: 

[F] or  the  larger  institutional  investors,  including  mutual 
funds,  it  is  understood  that  a  smaller  or  larger  fraction  of 
brokerage  commissions,  depending  on  transaction  size,  prob¬ 
lems,  and  associated  services,  is  more  or  less  at  the  disposal 
of  the  investor. 43 

2.  The  use  of  disposable  brokerage  commissions 

The  allocation  of  portfolio  brokerage  is  an  increasingly  important 
aspect  of  the  relationships  between  financial  institutions  and  the 
brokerage  community.  Banks  and  insurance  companies  commonly 
allocate  the  brokerage  business  which  they  control  to  brokers  who 
provide  them  with  business.  For  the  mutual  fund  industry  such 
allocations  take  on  special  significance. 

The  managers  of  some  mutual  funds  are  owners  of  brokerage  firms 
which  are  members  of  national  securities  exchanges.  A  substantial 
portion  of  the  portfolio  brokerage  of  these  funds  is  usually  allocated 
on  the  basis  of  the  close  affiliation  between  the  brokers  and  the  funds. 
In  a  very  few  such  instances  the  brokerage  commissions  paid  to 
affiliated  brokers  serve  to  reduce  the  funds’  advisory  fees  or  costs. 
In  most  instances  they  increase  the  profits  of  the  affiliate  and  therefore 
add  to  the  compensation  that  the  fund  managers  obtain  by  virtue 
of  their  relationships  to  the  funds.44 

However,  much  of  the  brokerage  commissions  generated  by  the 
mutual  fund  industry  is  allocated  to  broker-dealers  who  are  not 
affiliated  with  fund  managers.  They  obtain  these  commissions  in 
return  for  services  they  provide  to  the  funds,  their  managers,  and 
underwriters — services  for  the  most  part  related  not  to  the  brokerage 
function  involved  in  the  execution  of  portfolio  transactions  but  to 
the  sale  of  new  fund  shares.  The  factors  influencing  the  allocation 
of  mutual  fund  brokerage  and  the  techniques  utilized  to  distribute 
these  commissions  within  the  large  and  diverse  broker-dealer  commu¬ 
nity  have  resulted  in  an  intricate  pattern  of  business  relationships 
between  mutual  fund  managers  and  the  securities  community.  An 
understanding  of  these  factors  and  techniques  is  important  to  an 
evaluation  of  the  regulatory  problems  posed  by  allocations  of  mutual 
fund  portfolio  brokerage. 

(a)  Supplementary  investment  advice 
The  commissions  prescribed  by  the  exchanges  pay  for  more  than 
the  execution  and  clearance  of  transactions.  Those  commissions  also 
compensate  exchange  members  for  soliciting  brokerage  business  and 


43  Wharton  Report  539. 

44  See  ch.  Ill,  pp.  108-110,  supra.;  and  pp.  172-173,  Infra. 


164  IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 


for  services  ancillary  to  the  brokerage  function.  Those  ancillary 
services  include  furnishing  investment  research  and  recommendations 
to  public  investors.  Indeed,  the  advisory  and  other  services  that 
brokerage  firms  customarily  provide  without  separate  charge  consti¬ 
tute  a  part  of  the  competition  for  investor  patronage.45 

Investment  advice  and  research  also  are  used  to  attract  orders 
from  institutional  investors.  Some  brokerage  houses  prepare  special 
reports  with  respect  to  market  trends,  specific  industries,  and  par¬ 
ticular  stocks,  which  are  considerably  more  detailed  than  those  which 
they  make  available  to  their  smaller  individual  customers.  These 
reports  often  are  sent  to  institutional  investors  in  the  hope  of  receiving 
their  brokerage  business.  Investment  companies  and  other  large 
institutional  investors  are  also  in  a  position  to  request  specific  analyses 
from  the  research  staffs  of  brokerage  houses.  They  do  so  selectively, 
seeking  to  benefit  from  the  expertise  in  particular  areas  of  certain 
brokerage  houses  and  of  certain  of  their  well-regarded  analysts. 
Brokers  who  furnish  such  studies  receive  commission  business  in 
return. 

The  extent  to  which  fund  managers  use  brokerage  house  research 
varies  considerably  from  company  to  company  and  from  complex  to 
complex.  It  depends  upon  the  size  of  the  company  or  complex,  the 
depth  and  quality  of  the  investment  advisory  staff  that  serves  it,  the 
specific  analytical  techniques  favored  by  the  adviser,  and  the  adviser’s 
individual  judgment  as  to  the  value  of  brokerage  house  research.  In 
general,  the  larger  investment  companies  and  complexes  with  advisers 
which  have  extensive  research  staffs  of  their  own  have  been  less 
dependent  on  these  services  than  the  smaller  companies.  But  almost 
every  investment  company  adviser  makes  some  use  of  brokerage  house 
research  and  uses  brokerage  commissions  to  pay  for  such  research, 
including  those  who  are  closely  affiliated  with  exchange  member  firms 
which  execute  most  of  the  company’s  portfolio  transactions. 


(6)  Other  services 

Most  investment  companies  and  other  large  institutional  investors 
also  utilize  brokerage  commissions  to  obtain  other  types  of  services 
from  broker-dealers.  These  often  include  private  wire  and  teletype 
services,  which  enable  managers  to  obtain  current  market  informa¬ 
tion  speedily  and  economically.  Mutual  funds  also  require  pricing 
of  their  securities  portfolios  to  compute  the  net  asset  value  of  their 
shares  in  connection  with  sales  and  redemptions.  Brokerage  houses 
usually  provide  this  service  in  return  for  brokerage  commissions.  A 
few  investment  companies  also  utilize  brokerage  commissions  to  obtain 
custodial  services  from  broker-dealers.46  Others  use  brokerage  to  re¬ 
ward  broker-dealers  for  bringing  private  placement  investment  oppor¬ 
tunities  to  their  attention. 


(c)  Sales  of  fund  shares 

Both  the  Wharton  Report  and  the  Special  Study  pointed  out  that  a 
substantial  portion  of  mutual  fund  brokerage  commissions  is  used  to 
reward  dealers  for  sales  of  fund  shares.47  Such  utilization  of  broker¬ 
age  commissions  provides  fund  dealers  with  sales  compensation  in 

4.  The  depth  of  the  research  on  which  broker-dealer  Investment  advice  is  based  varies  considerably  from 
XSc  jM.^owevermutuai  fuaSbanks  as  custodians  and  pay  cash  compensation  for  these 

services.  See  ch.  Ill,  PP-  91-92.  supra- 
47  Wharton  Report  33;  Special  Study,  pt.  4,  233. 
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addition  to  that  furnished  by  the  sales  load  and  increases  their  incen¬ 
tive  to  sell  fund  shares.  A  mutual  fund  underwriter  characterized  as 

universal”  the  practice  of  allocating  fund  brokerage  to  reward  deal¬ 
ers  for  sales.48  The  Wharton  Report  noted  with  respect  to  its  study 
of  factors  affecting  the  allocation  of  mutual  fund  brokerage: 

bales  of  investment  company  shares  were  not  only  most 
frequently  referred  to  as  a  factor  influencing  brokerage 
allocations,  they  were  commonly  referred  to  in  these  replies 
as  the  principal  factor  influencing  these  allocations.49 

Of  course,  a  desire  to  reward  sellers  of  fund  shares  does  not  ma¬ 
terially  influence  the  brokerage  allocation  policies  of  those  mutual 
funds  whose  shares  are  sold  exclusively  by  their  underwriters’  own 
retail  selling  organizations.  However,  among  the  bulk  of  the  funds 
whose  shares  are  distributed  wholly  or  largely  through  independent 
retail  dealers,  the  use  of  brokerage  commissions  as  extra  sales  com¬ 
pensation  has  emerged  as  a  significant  factor  in  the  competition  for 
dealer  favor.  Most  of  the  larger  dealer-distributed  funds  use  sub¬ 
stantial  portions  of  their  brokerage  in  this  way.  The  few  that  do 
not  are  closely  affiliated  with  broker-dealers  who  handle  the  funds’ 
portfolio  business.60  Brokerage  commissions  are  also  used  by  no-load 
funds  to  reward  broker-dealers  for  recommending  the  fund  to  their 
customers. 

The  amount  of  brokerage  commissions  available  to  fund  under¬ 
writers  for  use  as  compensation  for  sales  depends  on  a  number  of  fac¬ 
tors.  These  include  the  amount  of  sales  of  fund  shares,  the  size  of 
the  fund  or  fund  complex,  portfolio  turnover  rates,  use  of  nonexchange 
members  for  the  execution  of  portfolio  transactions,  and  the  amount  of 
brokerage  commissions  allocated  for  nonsales  services.  The  relation¬ 
ship  of  the  amount  of  brokerage  commissions  to  the  amount  of  sales 
of  fund  shares  (“reciprocity  ratio”)  varies  considerably  from  fund  to 
fund.61  Moreover,  the  same  fund’s  reciprocity  ratio  may  vary  from 
dealer- to  dealer  depending  upon  how  easy  or  difficult  it  is  to  give 
brokerage  business  to  a  particular  dealer.  A  dealer  who  sells  a  large 
volume  of  a  fund’s  shares  and  is  also  an  NYSE  member  may  enjoy  a 
reciprocity  ratio  as  high  as  5  percent  from  a  fund  that  gives  a  much 
lower  ratio  to  most  of  its  dealers.62  If  a  reciprocity  ratio  of  5  percent 
were  added  to  a  dealer  discount  of  6.5  percent,  dealers  would  enjoy 
compensation  of  11.5  percent  of  the  amount  of  their  fund  share  sales. 

Generally,  the  larger  funds  and  fund  complexes  are  able  to  use  a 
much  greater  percentage  of  their  brokerage  for  sales  than  do  the  smaller 
ones.  The  brokerage  allocations  (not  including  principal  transactions) 
for  sales  and  other  services  of  the  20  largest  dealer-distributed  funds, 
which  were  not  closely  affiliated  with  exchange  members,  are  listed 
in  table  IV- 1,  below.  These  funds  paid,  for  their  fiscal  years  ended 
during  the  period  from  July  1,  1965  to  June  30,  1966,  $42  million  in 


48  Special  Study,  pt.  4,  215-216. 

49  Wharton  Report  527. 

«  Some  underwriters  of  these  broker-dealer  affiliated  funds,  however,  give  their  dealers  a  larger  portion 
of  the  sales  load  than  have  other  dealer-distributed  funds.  For  example,  Dreyfus  Fund  Inc ’s  nrincinat 
underwriter  and  adviser,  Dreyfus  Corp.,  which  was  until  1965  whollv-owned  by  Drevfus  &  Co  an  NYSE 
member,  does  not  allocate  fund  brokerage  as  compensation  for  sales,'  but  allows  its  dealers  to  retain  7  875 
percent  of  the  8.375  percent  sales  load.  In  1966  the  median  dealer  concession  among  dealer-distributed 
funds  was  6.5  percent.  &  ™ 

“  A  deal®r  wouid  receive  a  1-percent  reciprocity  ratio  if  he  executed  portfolio  transactions  equal  to  the 
amount  of  his  mutual  fund  share  sales  cr  received  give-ups  equal  to  the  commissions  which  would  be  re¬ 
ceived  on  portfolio  transactions  of  that  amount. 

“  T.he  QsPec>al  Study  found  a  1  percent  ratio  in  existence,  but  indicated  that  2  percent  was  also  used 
(bpoci&l  btuay,  pt.  4y  2. 1 7  zIo)« 
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portfolio  brokerage  commissions,  about  40  percent  of  the  estimated 
total  portfolio  brokerage  commissions  paid  by  all  members  of  the 
Investment  Company  Institute  during  1965.  They  allocated  about 
53  percent  of  their  combined  brokerage  commissions  to  compensate 
dealers  who  sold  their  shares.  The  extent  of  these  allocations  varied 
widely  among  the  20  funds — from  19  percent  in  the  case  of  Axe 
Houghton  Fund  B,  Inc.,  to  90  percent  for  Boston  Fund,  Inc.  The 
median  percentage  was  61  percent.53  These  large  funds  devoted  only 
about  13  percent  of  their  total  portfolio  brokerage  commissions — 
about  $5.6  million — to  pay  for  supplementary  advisory,  pricing, 
wire,  and  other  services.  The  balance  of  their  brokerage  commis¬ 
sions  was  reported  as  allocated  on  the  basis  of  the  brokers’  ability 
to  execute  the  transactions. 


Table  IV- 1. — Allocation  of  brokerage  commissions  for  sales  and  other  services  by 
20  of  the  largest  mutual  funds  °  for  their  fiscal  years  ended  July  1,  1965- June  30,  1966 


Name  of  fund 

June  30, 
1965,  net 
assets 
(millions) 

Total  com¬ 
missions 
(thousands) 

Allocated  for 
sales  b 

Allocated  for 
other  services  b 

Amount 

(thousands) 

Per¬ 

cent 

Amount 

(thousands) 

Per¬ 

cent 

1.  Massachusetts  Investors  Trust - 

$2, 102.  6 

«  $2, 797 

$1, 878 

67 

$331 

12 

2.  Wellington  Fund,  Inc -  - 

1, 934.  5 

5,  488 

3,117 

57 

461 

8 

3.  Affiliated  Fund,  Inc  _ 

1, 134. 1 

2,  246 

966 

43 

180 

8 

4.  Fundamental  Investors,  Inc - 

940.6 

3, 355 

2,885 

86 

369 

11 

5.  Massachusetts  Investors  Growth 

Stock  Fund,  Inc -  -  -- 

738.9 

*  1, 840 

1,126 

61 

125 

7 

6.  National  Securities  Series - 

637.9 

1,946 

1,498 

77 

156 

8 

7.  Fidelity  Fund,  Inc _  --- 

536.4 

5,243 

1,363 

26 

262 

5 

8.  Investment  Company  of  America. 

404.6 

2,707 

1,435 

53 

135 

5 

9.  Television  Electronics  Fund,  Inc. 

388.7 

1,409 

873 

62 

535 

38 

10.  Boston  Fund,  Inc - 

363.  1 

471 

424 

90 

9 

11.  Dividend  Shares,  Inc - 

361.9 

384 

334 

87 

50 

13 

12.  Chemical  Fund,  Inc - 

360.5 

340 

272 

80 

41 

12 

13.  The  George  Putnam  Fund  of  Boston. 

360.5 

1,043 

678 

65 

365 

35 

14.  Puritan  Fund,  Inc - 

347.0 

1,417 

425 

30 

298 

21 

15.  Fidelity  Trend  Fund,  Inc . .  . 

301.0 

5,827 

1,748 

30 

641 

11 

16.  American  Mutual  Fund,  Inc..  ... 

285.  1 

1,278 

741 

58 

64 

5 

17.  The  Putnam  Growth  Fund - 

283.3 

1,701 

936 

55 

765 

45 

18.  Group  Securities,  Inc  - ... 

270.6 

716 

587 

82 

129 

18 

19.  Putnam  Investors  Fund,  Inc - 

251.8 

1,168 

701 

60 

467 

40 

20.  Axe-Houghton  Fund  B,  Inc - 

228.2 

642 

122 

19 

199 

31 

12, 231.3 

42,  018 

22,109 

5,582 

53 

13 

61 

12 

«  Includes  the  largest  funds  as  of  June  30, 1965,  except  those  that  are  closely  affiliated  with  a  broker-dealer’ 
those  that  are  sold  predominantly  by  underwriters  who  maintain  their  own  sales  forces  and  one  that  does 

n°»  in  certain  instances  only  the  percent  allocated  or  the  dollars  allocated  were  available.  In  these  cases  the 

0t^Esttted1obtocniudeC21lapercent  of  MIT’s,  and  32  percent  of  MIOS’,  dollar  volume  of  portfolio  business 
for  which  there  was  no  allocation  for  sales  or  other  services. 


In  contrast  to  the  large  funds,  sales  of  fund  shares  are  not  a  sig¬ 
nificant  factor  in  the  allocation  of  brokerage  for  the  smallest  of  the 
dealer-distributed  funds.  The  annual  reports  and  current  prospectuses 
of  the  dealer-distributed  funds  with  assets  between  $1  million  and 
$25  million,  which  are  not  closely  affiliated  with  exchange  members, 
show  that  in  1965  these  funds  allocated  almost  all  of  their  brokerage 

~ iTrabielwTdoes  not ^  CorpC  and* Natona^^ves^^Corp^fboth 

members.  At  least  two  of  these  funds  to  *  .  &  C(J  devoted  significant  portions  of  their  total 

closely  affiliated  with  the  NYSE tT SJSL'f SfL lling  their  shares-17  percent  for  Broad  Street 

&5S 

commissions  could* haveVeen Translated  directly  into  brokerage  income  for  the  affiliated  broker. 
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business  for  services  other  than  sales.  Most  of  these  funds  did  not 
use  any  of  their  brokerage  to  reward  dealers  who  sold  their  shares. 
The  few  funds  in  this  class  that  did  allocate  some  brokerage  to  sales 
were  generally  unable  to  devote  substantial  portions  to  this  end. 
Thus,  underwriters  for  these  small  funds  usually  cannot  provide 
dealers  as  much  extra  cash  incentive  to  sell  their  shares  as  can  under¬ 
writers  for  the  larger  funds. 

3.  Allocatioii  techniques 
(a)  Reciprocity 

The  simplest  way  to  use  brokerage  to  pay  brokers  for  non  brokerage 
services,  including  sales  of  fund  shares,  is  to  place  orders  with  the 
brokers  whom  one  wishes  to  reward.  Thus,  if  the  fund’s  managers 
wish  to  pay  a  particular  brokerage  firm  a  thousand  dollars,  they 
simply  place  orders  with  that  broker  sufficient  to  produce  com¬ 
missions  of  that  amount.  The  apportionment  of  brokerage  orders 
on  this  basis  is  known  as  1  'reciprocity.”  Accordingly,  such  orders 
are  commonly  referred  to  as  “reciprocal  business”  or  simply 
“reciprocals.” 

Although  simple  reciprocity  of  this  sort  is  used  in  the  mutual  fund 
industry  to  give  additional  cash  compensation  to  a  limited  number  of 
broker-dealers  who  sell  fund  shares,  the  shares  of  the  large  broker- 
dealer  distributed  funds  are  sold  by  hundreds — sometimes  thousands — 
of  independent  retailers.54  Many  of  the  retailers  to  whom  the  funds 
feel  obligated  to  give  brokerage  business  do  not  belong  to  an  exchange. 
It  is  practically  impossible  to  place  significant  quantities  of  fund 
brokerage  with  these  over-the-counter  retailers,  since  they  cannot 
execute  orders  on  the  exchanges  and  since  the  NYSE  and  some  other 
exchanges  do  not  permit  them  to  share  the  commissions  on  orders 
placed  with  an  exchange  member.  Nor  are  these  retailers  in  a  position 
to  serve  the  fimds  in  the  over-the-counter  market.55 

Similar  considerations  severely  limit  the  ability  of  fimd  managers 
to  give  over-the-counter  business  to  the  over-the-counter  dealers  that 
sell  fund  shares.56  Although  underwritten  offerings  provide  a  means 
of  giving  reciprocal  business  to  over-the-counter  dealers,57  funds 
seldom  buy  them  in  sufficient  quantity  to  make  this  sort  of  reciprocity 
a  source  of  income  to  a  significant  number  of  such  dealers. 

Moreover,  even  within  the  NYSE  community  itself  simple  reci¬ 
procity  can  be  an  impractical  way  of  spreading  the  funds’  portfolio 
brokerage  business  as  widely  as  the  fund  managers  wish.  Well  over 
300  NYSE  member  firms  sell  fund  shares.  Most  fund  managers 
believe  that  placing  orders  with  so  many  brokers  would  impose  an 
undue  burden  on  their  trading  departments  and  would  be  inconsistent 
with  good  portfolio  management. 


54  £or  a  description  of  the  2,500  independent  broker-dealer  distribution  network  of  one  fund  complex 
see  Special  Study,  pt.  4,  105-106.  p  ’ 

“  Many  of  these  dealers  are  essentially  retailers  of  mutual  fund  shares  who  do  very  little  or  no  general 
secunties  business.  (See  Special  Study,  pt.  1,  17;  id.,  pt.  4,  106,  256.)  They  constitute  a  specialized  seg¬ 
ment  of  the  retail  secunties  business  with  characteristics  that  differentiate  it  from  the  business  generally 
See  e.g.,  Rule  15c3-l(a)(2)  under  the  Exchange  Act,  17  C.F.R.  240.15c3-(a)(2)  (Supp.  1966),  which  permits 
dealers  in  mutual  fund  shares  who  do  not  do  a  general  securities  business  and  who  meet  certain  specified 
conditions  to  do  business  with  a  minimum  net  capital  of  as  little  as  $2,500  although  brokers  and  dealers 
generally  are  required  “to  have  and  maintain  net  capital  of  not  less  than  $5,000”. 

The  typical  nonexchange  member  who  sells  mutual  funds  does  not  make  markets  in  securities  if  he 
were  to  receive  an  over-the-counter  order  from  a  fund,  he  would  have  to  take  it  to  a  marketmaker.  The 
fund  could  have  gone  to  that  marketmaker  in  the  first  instance  and  received  a  price  as  good  as  or  better  than 
the  retail  dealer  would  have  obtained.  Moreover,  if  a  retailer  were  used,  the  fund  would  have  to  Dav  him 
for  his  services.  See  pp.  158-161,  supra. 

56  See  Special  Study,  pt.  2,  627,  n.  238. 

When  funds  purchase  securities  in  this  manner  their  managers  sometimes  direct  compensation  to  par- 
xicular  broker  dealers  by  having  them  included  as  members  of  the  selling  group. 
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As  one  fund  officer  explained: 

We  prefer  that  discussions  of  orders  for  the  funds  be  done 
with  a  limited  number  of  brokers  in  order  to  insure  that  the 
funds  are  regarded  as  principal  clients  of  these  brokerage 
firms — which  aids  in  the  getting  of  the  best  execution. 
These  brokers  we  call  primary  brokers.58 

Orders  of  the  size  that  the  funds  customarily  place  call  for  a  high 
degree  of  brokerage  expertise.  There  are  differences  in  brokerage 
skill  and  efficiency  among  NYSE  member  firms.  Indeed,  many  such 
firms  have  no  floor  brokers  or  clearance  facilities  of  their  own  and  do 
not  execute  their  customers’  orders  themselves.59  Instead,  they 
transmit  their  customers’  orders  to  other  NYSE  firms  who  have  such 
facilities  and  handle  the  business  generated  by  nonfloor  members  in 
return  for  a  share  of  the  commissions.60 

Another  factor  accounting  for  the  funds’  reluctance  to  place  broker¬ 
age  orders  with  a  large  number  of  the  NYSE  members  that  sell  their 
shares  is  the  belief  that  such  a  dispersion  of  their  brokerage  business — 
even  among  brokers  of  equal  skill — would  impede  them  from  obtaining 
the  best  possible  price  for  the  securities  they  buy  and  sell.  Some  fund 
managers  and  brokers  do  not  consider  it  feasible  to  shift  from  broker 
to  broker  while  a  program  of  accumulating  or  disposing  of  a  given 
security  is  in  progress.  It  is  claimed  that  such  shifting  takes  an  order 
away  from  the  broker  just  when  he  is  getting  “the  feel  of  the  market.” 
On  the  other  hand,  others  maintain  that  dividing  a  gradual  program 
of  accumulation  among  a  limited  number  of  brokers  in  whom  they 
have  confidence  enables  a  fund  “better  to  cover  its  tracks.” 

Because  of  these  considerations,  most  funds  seek  to  concentrate 
their  brokerage  business  among  a  relatively  small  number  of  “primary 
brokers”  believed  to  be  especially  capable  of  providing  good  execu¬ 
tions.  Yet,  at  the  same  time,  they  seek  to  distribute  the  income 
generated  from  that  business  to  a  much  larger  number  of  broker- 
dealers.  This  objective  cannot  be  attained  without  the  aid  of  tech¬ 
niques  considerably  more  complex  than  simple  reciprocity. 

There  are  some  techniques  which  permit  non-NYSE  firms  to  benefit 
to  some  extent  from  reciprocal  business  placed  with  NYSE  firms.. 
Broker-dealers  who  are  not  members  of  the  N1:SE  can  ask  the  funds 
whose  shares  they  sell 61  to  place  reciprocal  business  with  a  particular 
NYSE  firm,  “courtesy”  of  the  nonmember.  This  is  beneficial  to  the 
nonmember  in  several  situations.  For  example  the  members  can 
“reciprocate”  for  fund  business  by  giving  over-the-counter  business 
to  the  nonmember. 


‘^Execution” refers to  the Actual  work  of  making  a  trade  on  the  exchange  floor  The  term  "clearance" 
is  used  to  deicribJ the ^friction  of  receiving  and  delivering  cash  and  securities,  and  the  accompanymg  paper 
work.  As  the  Special  Study  points  out,  pt.  2.  297:  istance  of  another  member,  a  member  firm  must 

Uon'arfd*  d^rinjf  facilities  mu^^^oSel^tl^irexchange  m'deK'uimug^^w  ^rkmernbw  flnns'possessing 

297-298.  .  ,  ,  h  /see  DD  163-164,  supra)  with  their  disposable  brokerage  are 

NYSE  EM  the  r„„ds  .eldom  have  any  rcaaon  other  thee  »>» 
for  wishing  to  direct  brokerage  to  a  non-NYSE  firm. 
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If  the  nonmember  is  a  member  of  a  regional  exchange  there  is  a 
wider  scope  for  such  reciprocation.  In  such  a  case  the  NYSE  member 
can  place  regional  business  with  the  nonmember  to  whom  he  owes 
“courtesy”  commissions.62  If  the  nonmember  is  obligated  to  a  mem¬ 
ber  for  such  services  as  research,  wire  connections,  clearance,  and 
sales  promotional  materials,63  the  nonmember  can  discharge  some 
portion  of  that  obligation  by  having  the  funds  channel  some  brokerage 
orders  to  the  NYSE  member  who  is  serving  him.  However,  the  extent 
to  which  NYSE  members  can  supply  services  to  nonmembers  in  return 
for  the  NYSE  business  generated  or  controlled  by  the  latter  is  limited 
by  a  series  of  informal  exchange  rulings,  known  as  its  “commission 
law,”  under  which  some  of  these  arrangements  have  been  deemed 
impermissible  rebates.64 

( b )  The  give-wp 

(i)  Introduction. — The  most  obvious  way  of  spreading  the  funds’ 
commissions  among  a  number  of  brokers  is  to  have  the  broker  who 
receives  the  commission  for  handling  a  single  order  give  portions  of 
that  commission  to  other  brokers.  Thus,  brokers  can  receive  portions 
of  a  commission  even  if  they  had  no  connection  with  the  transaction 
that  produced  it.  The  divisible  character  of  brokerage  commissions 
under  the  rules  of  the  exchanges  is  the  key  to  the  funds’  ability  to 
make  cash  payments  to  numerous  broker-dealer  recipients  who  sell 
fund  shares  to  the  public  and  also  supply  certain  other  services  to  the 
funds  and  their  managers,  but  who  play  no  part  in  handling  the 
portfolio  transactions  of  the  funds. 

A  broker  who  surrenders  a  portion  of  his  commission  to  another 
is  said  to  “give  up”  the  surrendered  portion.  “Give-ups”  are  of  two 
kinds.  One  kind,  the  traditional  correspondent  relationship,  involves 
a  division  of  compensation  where  there  has  been  an  actual  division 
of  labor  among  two  or  more  brokers  in  the  handling  of  a  particular 
transaction.  Thus,  if  a  broker  who  has  secured  a  customer  through 
personal  contact,  investment  advice,  or  by  providing  custodial  or  other 
services,  receives  an  order  from  that  customer  which  he  is  unable  to 
execute  because  he  has  no  executing  and  clearance  facilities  of  his 
own,  he  can  forward  the  order  to  a  second  broker  for  execution  and 
clearance.  The  second  broker  may  execute  the  order  himself.  How¬ 
ever,  he  may  be  too  busy  on  the  -exchange  floor  with  other  orders, 
and  in  these  circumstances  he  will  delegate  the  actual  execution  to  a 
floor  broker  who  spends  all  of  his  working  time  on  the  floor  and  who 
specializes  in  executing  orders  for  other  brokers  but  does  not  maintain 

•-  On  occasion  such  orders  may  relate  to  securities  listed  only  on  the  regional  exchange.  But  because  of 
the  limited  public  interest  in  the  regional  exchanges’  solely  traded  securities,  few  of  the  orders  that  NYSE 
members  transmit  to  “regional-only”  members  involve  such  securities.  Generally,  the  order  involves  a 
dually  traded  security  which  the  NYSE  member  could  exec”teon  the  NYSE.  Moreover,  the  NYSE  mem¬ 
ber  may  also  be  a  member  of  the  regional  exchange  on  which  the  order  is  executed.  As  the  Special  Study- 
said  (pt.  2, 303):  “*  *  *  the  NYSE  member  is  generally  able  to  handle  directly,  and  at  least  as  effectively, 
the  business  he  places  with  his  reciprocal  partner.” 

83  There  are  several  NYSE  firms  that  prepare  sales  and  training  literature  as  well  as  reference  materials 
useful  to  those  who  sell  mutual  funds.  See  Special  Study,  pt.  4,  119-121,  124-139,  220-223.  Until  recently 
broker-dealers  could  pay  for  these  materials  entirely  by  means  of  commissions.  Now.  however,  the  NYSE 
requites  the  firms  who  prepare  the  material  to  receive  a  cash  price  for  it  that  covers  production  and  distribu¬ 
tion  costs.  CCII  NYSE  Guide  par.  2440 A.  16.  Nevertheless,  this  service  may  still  produce  some  com¬ 
missions  for  these  firms. 

Adviser-underwriters  who  sell  through  so-called  “captive  sales  forces"  (see  ch.  II  at  p.56,  supra)  also  use 
the  materials  referred  to  above.  Accordingly,  such  adviser-underwriters  have  sometimes  placed  orders 
with  the  NYSE  firms  that  s  ’pplv  these  publications. 

«  Cf.  the  case  of  the  mutual  fund  sales  materials  duscussed  in  the  immediately  preceding  footnote. 
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office  facilities  necessary  to  clear  them.65  The  commission  may  bev 
divided  among  the  broker  who  obtained  the  order,  the  second  broker 
who  arranged  for  the  delivery  of  the  securities  from  the  seller’s  broker 
and  handled  much  of  the  paperwork,  and  the  floor  broker  who  made 
the  actual  purchase  on  the  exchange  floor.66  Give-ups  resulting  from 
traditional  correspondent  relationships  have  not  posed  basic  regulatory 
problems. 

The  other  kind  of  give-up  is  directed  by  the  customer  rather  than 
arranged  by  the  executing  broker  and  is  paid  to  a  broker  who  has 
nothing  to  do  with  the  transaction.  In  the  typical  customer-directed 
give-up,  the  customer  places  an  order  with  a  broker  on  condition  that 
even  though  he  will  handle  the  entire  transaction  he  will  pay  cash 
amounting  to  a  portion  of  his  commission  to  one  or  more  other  brokers 
who — whether  known  or  unknown  to  him — have  had  no  connection 
with  the  transaction.  The  customer-directed  give-up  has  been  used 
extensively  by  the  funds.  It  permits  them  to  entrust  the  execution 
of  their  portfolio  transactions  to  a  selected  few  brokers  in  whom  they 
have  special  confidence  and  to  reward  with  substantial  cash  payments 
the  far  larger  group  of  brokers  that  distribute  their  shares.67 

(ii)  On  the  New  York  Stock  Exchange. — Give-ups  derived  from 
commissions  generated  directly  by  NYSE  transactions  can  be  paid 
only  to  NYSE  members.68  Most  NYSE  member  firms  are  willing 
to  give  up  as  much  as  60  percent  of  the  commissions  on  institutional, 
orders  to  such  other  member  firms  as  the  institutional  customer 
directs.  And  some  of  them  make  a  special  effort  to  attract  such 
business  by  letting  it  be  known  that  they  stand  ready  to  surrender- 
70  percent  or  even  more  of  their  commissions  to  any  NYSE  firm  or 

firms  designated  by  the  customer. 

The  NYSE  prohibition  against  the  sharing  of  brokerage  commis¬ 
sions  for  transactions  executed  on  that  exchange  between  members  and 
nonmembers  severely  impairs  the  ability  of  mutual  funds  to  utilize 
brokerage  to  reward  their  nonmember  dealers  for  sales  of  fund  shares. 
The  disparity  in  the  amount  of  brokerage  available  for  sales  compensa¬ 
tion  between  NYSE  members  and  nonmember  dealers  has  led  to- 
considerable  discontent.  One  dealer  stated  m  a  letter  to  the  Com¬ 
mission  : 

A  nonmember  dealer  (not  NYSE)  works  his  head  off  to 
create  millions  in  brokerage  business— and  services  the 
funds’  clients  for  years  and  years  in  dozens  of  ways  but  can  t 
get  cash  for  this  extra  service.  This  is  wrong!  6 


mally  occupy  affecting  the  market,  these  brokers  come  to  know 

in  executing  Buch  ordere  quickly  mmI,  «  °  h  they  receive  an  order  they  may  be  able  quickly  to  locate 
possible  buyers  and  sellers  of  blocKS,  mawneuuivy  orders.”  (Footnotes  omitted.) 

’n«  for  the1  manner  ifwWcVthe  comm's^n  would  be  allocated  among  the  three  brokers,  see  Special 
St-dTyhePS^cWsfudy  found  that  aside  from  mutual  funds,  life  insurant  With 

of  the  give-up  devise,  but  they^d  It  to  a  lMM^xtentthant^u^^  fund(Si  the  Special  Study  noted: 

respect  to  allocation  of  br^®™«e  by  i ins: titutl ions  o^ tne  a]]ocate  business  t0  those  broker-dealers  who,  as 

“Life  insurance  companies  mentioned  thiit  t  y  y  .  ^  ts  of  vari0Us  types  of  securities  or  give  them 

agent  for  the  issuer  or  aspr ‘incipal, from  the  company  did  not  appear  to  be  a  significant 
participations  in  underwritings.  school  tie’ — the  interest  of  the  broker  m  the  college  and  the 

fc.  .TSLT®  SK&8IS  oi  SfoMSTto  placements  .ere  the  meet  tmnnr.an.  tac,.,a 

™°NYSE,CoSS(.tllon“ty'i'v,: I and  NYSE  rule  369.  See  Special  Study,  pt.2,  301-302. 
m  Special  Study,  pt.  4,  226. 
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(iii)  On  the  regional  exchanges. — Regional  exchanges  compete  with 
the  NYSE  for  mutual  fund  transactions  in  dually  listed  securities  by 
providing  channels  for  transmitting  fund  brokerage  income  to  members 
of  the  regional  exchanges  and  over-the-counter  dealers  who  sell  fund 
shares.  Six  of  the  seven  regional  exchanges  permit  their  members  to 
make  cash  payments  to  any  member  of  the  NASD  out  of  commissions 
received.70  This  circumstance  has  led  fund  managers  to  distribute 
extra  cash  to  over-the-counter  retailers  by  sending  portfolio  business 
to  the  regional  exchanges  that  would  otherwise  have  gone  to  the 
NYSE.  The  Special  Study  foimd  that  the  load  funds  made  far 
more  extensive  use  of  the  regional  exchanges  than  did  other  types  of 
institutional  investors.  The  Study  suggested  that  “the  basis  for  this 
preference  appears  to  lie  in  the  ‘give-up’  or  directed  split  of  com¬ 
missions.”  71 

Mutual  fund  use  of  the  regional  exchanges  has  increased  since  the 
Special  Study  surveyed  the  regional  exchanges.  The  volume  of 
trading  on  the  regional  exchanges  as  well  as  the  regional  exchanges’ 
relative  share  of  total  exchange  dollar  volume  has  risen  considerably 
since  1962,  and  this  rise  is,  in  significant  part,  due  to  the  funds’  in¬ 
creasing  use  of  the  regionals  to  facilitate  the  payment  of  extra  cash 
compensation  to  dealers  who  sell  fund  shares.72 

The  large  orders  that  the  funds  usually  place  can  seldom  be  matched 
on  the  floor  of  a  regional  exchange  with  either  an  order  of  correspond¬ 
ing  size  or  a  sufficient  number  of  smaller  orders  to  permit  the  execution 
of  a  trade.  Thus,  fund  orders  on  regional  exchanges  are  given  either 
to  an  NYSE  member  firm  which  is  also  a  regional  exchange  member 
or  to  one  of  a  small  number  of  regional-only  members  who  specialize 
in  large  transactions  and  are  known  for  then-  skill  in  finding  the  other 
side  to  large  transactions.  This  type  of  brokerage  skill  does  not  in¬ 
volve  the  actual  execution  of  an  order  on  the  floor  of  the  exchange,  but 
an  awareness  of  the  possible  buying  or  selling  interest  of  other  large 
institutional  investors  in  the  security  involved. 

When  a  regional  exchange  member  has  “found  the  other  side,” 
settled  the  price,  and  arranged  for  the  transaction,  he  instructs  a 
floor  broker  on  the  regional  exchange  73  to  sell  a  specified  quantity  of 
a  particular  security  on  behalf  of  a  designated  seller  at  a  prearranged 

70  Virtually  every  independent  broker-dealer  who  sells  fund  shares  is  an  NASD  member.  See  ch.  II 
at  p.  62,  supra. 

The  Detroit  Stock  Exchange  was  the  first  exchange  to  permit  its  members  to  give  up  to  norunember 
dealers.  In  1950  that  exchange  amended  its  rules  (Detroit  Stock  Exchange  rules,  ch.  VII,  sec.  9)  so  as  to 
provide  that  “members  may  transact  business  for  non-members  who  are  members  of  the  National  Associa¬ 
tion  of  Securities  Dealers,  Inc.  *  *  *  for  a  commission  of  not  less  than  60%  of  the  minimum  commission  *  * 
Mutual  fund  business  had  not  attained  its  present  proportions  in  1950  and  appears  to  have  had  little  to  do 
with  the  Detroit  Stock  Exchange’s  decision  to  depart  from  the  policy  against  commission  splitting  with  non¬ 
members  to  which  all  national  securities  exchanges  had  theretofore  adhered.  The  motivation  was  simply  a 
desire  to  attract  the  business  in  dually  traded  securities  (see  p.  158,  supra)  of  over-the-counter  dealers  by 
offering  such  dealers  a  way  in  which  to  derive  some  income  from  transactions  of  their  customers  in  listed 
securities.  This  tends  to  mitigate  the  economic  disadvantages  which  their  lack  of  access  to  an  exchange 
market  produces.  By  the  time  of  the  Special  Study  the  Pacific  Coast  and  the  Cincinnati  Stock  Exchanges 
were  also  permitting  their  members  to  divide  commissions  with  nonmembers.  (Special  Study,  pt.  2, 
299-300.)  Since  the  publication  of  the  Special  Study,  the  Boston,  Pittsburgh,  and  Philadelphia-Baltimore- 
Washington  Stock  Exchanges  have  amended  their  rules  so  as  to  enable  their  members  to  divide  commissions 
with  NASD  members. 

71  Special  Study,  pt.  2,  881.  See  also  id,  980-1019. 

72  Some  fund  managers  have  suggested  that  fund  use  of  the  regional  exchanges  may  also  be  related  in  part 
to  a  desire  for  secrecy.  They  reason  that  although  transactions  on  the  regional  exchanges  are  publicized 
in  much  the  same  fashion  as  those  on  the  NYSE  and  on  the  Amex,  the  financial  community  pays  little 
attention  to  trading  in  “out-of-the-way  places”  so  that  a  large  transaction  that  would  have  been  bound  to 
attract  attention  on  the  NYSE  may  go  unnoticed  if  consummated  on  a  regional  exchange.  Others  main¬ 
tain  that  traders  are  well  aware  of  the  activity  on  the  regionals. 

It  would  seem  that  a  greater  measure  of  secrecy  can  be  obtained  on  the  third  market  where  there  is,  as 
yet,  no  tape  or  other  means  of  current  disclosure  of  prices  but  where  there  can  be  no  give-ups  for  sales  of 
fund  shares.  See  pp.  159-161,  supra.  In  any  event,  the  execution  of  block  transactions  in  particular  securi¬ 
ties  by  large  institutional  investors  could  well  be  material,  to  the  informed  investment  decisions  of  other 
participants  in  the  market.  Avoidance  of  publicity  for  such  transactions  could  well  be  inconsistent  with 
the  public  interest. 

72  On  floor  brokerage,  see  pp.  169-170,  supra. 
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price  and  to  buy  the  same  quantity  of  the  same  security  at  the  same 
price  on  behalf  of  a  designated  buyer.  A  transaction  of  this  type  is 
known  as  a  “cross”.  Each  side  to  the  transaction  pays — and  under 
the  exchange  rules  must  pay— a  full  exchange  commission.74 

A  cross  is  nothing  more  than  the  formalization  on  the  exchange 
floor  of  a  transaction  that  has  previously  been  negotiated  and,  as  a 
practical  matter,  effected  elsewhere.75  A  small  portion  of  the  resulting 
commission  (usually  about  10  percent)  goes  to  the  floor  broker. 
The  balance  is  paid  to  the  broker  who  actually  brought  the  parties 
together  and  he,  in  turn,  pays  an  agreed  portion  to  the  over-the- 
counter  dealers  and/or  regional-only  members  whom  his  clients  wish 
to  benefit  for  services  unrelated  to  the  transaction. 


4.  Impact  oj  mutual  fund  reciprocal  and  give-up  practices 

The  Special  Study  observed  that  “[r]eciprocity,  or  ‘doing  business 
with  people  who  do  business  with  you/  is  an  accepted  custom  of  the 
business  world  in  general,  and  the  securities  industry  is  no  exception.” 76 
The  Study  noted,  however,  that  reciprocal  business  practices  in  the 
allocation  of  mutual  fund  brokerage  commissions  take  on  a  unique 
character.  Although  the  commissions  are  generated  by  fund  portfolio 
transactions  and  are  paid  by  the  funds,  their  use  as  extra  compensation 
for  sales  of  fund  shares  benefits  the  adviser-underwriters  and  the  retail 
sellers  of  fund  shares  rather  than  fund  shareholders. 

Both  the  Wharton  Report  and  the  Special  Study  questioned  whether 
fund  brokerage  commissions  should  be  a  factor  in  the  competition 
for  sales  of  fund  shares.77  Since  the  publication  of  these  reports,  the 
increasing  amount  of  brokerage  commissions  paid  by  the  rapidly 
growing  mutual  fund  industry,  coupled  with  the  absence  of  a  volume 
or  institutional  discount  in  exchange  commission  rate  schedules, 
have  made  reciprocal  and  give-up  practices  in  the  allocation  of  mutual 
fund  brokerage  an  even  more  significant  factor  in  the  competition 
for  sales  of  fund  shares.  Mutual  fund  reciprocal  and  give-up  prac¬ 
tices  also  have  drawn  substantial  volume  away  from  the  primary 
markets.  Fund  managers  appear  to  have  placed  greater  emphasis 
on  the  use  of  brokerage  commissions  to  compete  for  dealer  interest 
in  promoting  the  sale  of  their  funds’  shares,  and  dealers  have  become 
increasingly  aware  of,  and  have  made  greater  demands  for,  the  extra 
sales  compensation  obtainable  from  fund  brokerage. 

(a)  Use  of  brokerage  commissions  to  benefit  the  funds 
(i)  Reducing  advisory  fees. — As  has  been  noted,  subsidiaries  of 
four  adviser- underwriters  that  maintain  their  own  retail  sales  forces 
among  them  three  of  the  largest,  Investors  Diversified  Services, 
Inc.  Waddell  &  Reed,  Inc.,  and  Charming  Financial  Corp.,  as 
welias  the  smaller  Imperial  Financial  Services,  Inc.— are  now  members 
of  the  Pacific  Coast  Stock  Exchange/9  These  subsidiaries^ execute 
orders  for  the  funds  on  the  Pacific  Coast  Stock  Exchange.  More 

to  almost  all  circumstances,  all  exchanges  have  required  their  members  to  charge  each  side  a  full  com- 

“‘fcrosses  are  not  peculiar  to  the  regional  exchanges.  They  are  very  Important  on  the  NYSE  and  on  the 
Amex  as  well. 

7«  Special  Study,  pt.  4,  233.  .  .  OOQ  ,oo  oo* 

77  Wharton  Report  33;  Special  Study  pt  4  229  233-235^  Van  strum  &  Towne( me.,  the  adviser  to, 

"  Canning  Financial  Co^^  ^ddtag  co  p  y  .///  complex  ^he  broker-dealer  which  is  a  member 
o^h^pTci^Co^’t  Sto^  Exchange  is  a  subsidiary  of  Channing  Co.,  Inc. 

7#  Ch.  Ill,  pp.  109-110,  supra.  H  aerviceS  inc’s  IDS  Securities  Co.;  Waddell  &  Reed, 

W sSirE S  cHSy,  Inc.'s,  Emmett  A.  Larkin  Co..  Inc.,  and  Imperial 
Financial  Services,  Inc.’s,  Imperial  Securities,  Inc. 
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important,  however,  they  obtain  a  considerable  amount  of  nonfund 
business  from  broker-dealers  who  are  dual  members  of  the  Pacific 
Coast  Stock  Exchange  and  other  exchanges  in  return  for  fund  bro¬ 
kerage  business  on  other  exchanges,  primarily  the  NYSE.  All  the  net 
profits  of  IDS’s  subsidiary  and  about  40  to  50  percent  of  the  net 
profits  of  Waddell  &  Reed’s  and  of  Imperial  Financial  Sendees’ 
subsidiaries  have  been  applied  to  reduce  advisory  fees  payable  by 
the  funds  in  those  complexes.81 

Widespread  emulation  by  institutional  investors  of  the  precedent 
set  by  these  four  complexes  coidd  have  a  marked  effect  on  the  eco¬ 
nomics  of  the  securities  industry.  Within  the  framework  of  the 
existing  commission  rate  structure  it  is  a  method  whereby  mutual  fund 
shareholders  can  derive  greater  benefits  than  they  have  heretofore 
received  from  fund  brokerage  commissions.  However,  among  dealer- 
distributed  funds  the  important  role  that  portfolio  brokerage  plays 
in  the  competition  for  dealer  favor  has  kept  fund  managers,  with  few 
exceptions,  from  using  exchange  memberships  to  reduce  costs  of  the 
funds. 

Similar  competitive  factors  have  also  operated  against  the  use,  for 
the  benefit  of  the  funds  and  their  shareholders,  of  regional  exchange 
rules  permitting  give- ups  to  any  member  of  the  NASD  on  transactions 
executed  on  those  exchanges.  It  would  not  be  inconsistent  with 
those  rules  for  dealer-distributed  funds  to  direct  give-ups  to  their 
adviser-underwriters,  all  of  whom  are  NASD  members,  for  the  purpose 
of  applying  these  give-ups  to  reduce  the  advisory  fees  payable  by  the 
funds.82  Unless  and  until  such  procedures  become  widespread,  any 
adviser-undenvriter  to  a  dealer-distributed  fund  who  chose  to  utilize 
fund  brokerage  in  this  manner  would  place  itself  at  a  disadvantage  in 
competing  for  the  interest  of  nonmember  dealers  in  selling  the  fund 
shares  which  it  distributes. 

(ii)  Allocation  of  brokerage  commissions  between  sales  and  services. — 
The  allocation  of  fund  portfolio  brokerage  to  reward  dealers  for  sales 
of  fund  shares  is  frequently  justified  on  the  ground  that,  given  the 
present  exchange  minimum  commission  rates,  the  funds  can  derive  no 
other  benefit  from  their  brokerage.  However,  the  longstanding 
practice  of  the  Broad  Street  Complex  83  and  the  recent  actions  of  IDS, 
Waddell  &  Reed,  Inc.,  and  Imperial  Financial  Services,  Inc.,  with 
respect  to  their  brokerage  business  belie  that  assertion.  Moreover, 
as  noted  above,  advisers  to  most  mutual  funds  allocate  varying  portions 
of  fund  brokerage  commissions  to  pay  broker-dealers  for  pricing 
services  with  respect  to  fund  shares,  wire  facilities,  and  supplemental*}' 
investment  advisory  services.  Although  funds  and  their  advisory 
organizations  may  differ  in  their  need  for  the  services  broker-dealers 
supply  in  return  for  brokerage  commissions,  the  need  to  use  brokerage 
to  stimulate  the  sale  of  fund  shares  may  tempt  a  fund  adviser  to 
skimp  on  the  allocation  of  fund  brokerage  for  nonsales  services.  His 
interest  in  promoting  sales  of  fund  shares  and  the  importance  of 
brokerage  commissions  as  compensation  for  such  sales  make  it  difficult 
for  an  adviser  to  reach  that  judgment  solely  on  the  basis  of  the  interests 
of  the  fund  and  its  shareholders. 

8i  Charming  Financial  Corp.  has  not  yet  declared  whether  and  to  what  extent,  the  funds  managed  by  it 
will  realize  savings  from  profits  made  by  its  subsidiary  from  exchange  commissions. 

«.>  Alternatively,  the  fund  itself  could  form  a  broker-dealer  affiliate  to  which  it  could  direct  give-ups. 
If  this  course  were  followed— and  no  fund  now  does  so— the  give-ups  would  inure  to  the  direct  benefit  of  the 
fund’s  shareholders. 

«3  See  ch.  Ill,  pp.  106-108,  supra. 
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The  potential  harm  to  the  funds’  interests  is  most  acute  for  funds 
which  are  neither  large  nor  part  of  a  large  investment  company  com¬ 
plex.  Generally  speaking,  the  smaller  the  fund  the  larger  the  portion 
of  its  brokerage  that  must  be  allocated  for  essential  services,  such  as 
pi  icing,  as  well  as  the  supplementary  investment  advisory  service 
available  from  broker-dealers.  For  example,  funds  have  equal  needs 
for  the  continuing  determination  of  their  net  asset  value  and  may  be 
equally  interested  in  a  particular  analyst’s  views  on  a  given  industry — * 
but  a  $300  million  fund  is  likely  to  have  considerably  more  brokerage 
available  to  pay  for  these  supplemental  services  than  a  $50  milhon 
fund  which,  in  turn,  will  have  more  available  than  a  $10  milhon  fund. 
The  smallest  of  these  funds  is  likely  to  have  to  devote  all  of  its  broker¬ 
age  to  such  nonsales  services.  However,  the  middle-sized  and  larger 
funds  are  hkely  to  be  able  to  direct  portions  of  their  portfolio  brokerage 
to  dealers  who  sell  their  shares.  The  middle-sized  fund,  once  having 
entered  this  competition  for  dealer  favor,  is  at  a  competitive  disad¬ 
vantage  with  larger  funds  which  have  more  brokerage  available  for 
such  purposes. 


(b)  Impact  on  portfolio  management 

The  use  of  brokerage  commissions  in  the  competition  for  sales  of 
fund  shares  can  have  harmful  effects  on  the  management  of  fund 
portfolios.  Because  such  competition  gives  advantages  to  managers 
of  funds  that  engage  in  active  trading,  it  can  create  pressure  for  rapid 
turnover  of  portfolios — unwarranted  by  investment  considerations — 
for  the  purpose  of  generating  brokerage  commissions.84 

Such  churning  of  an  investment  company’s  portfolio  is  a  serious 
violation  of  the  antifraud  provisions  of  the  Federal  securities  laws, 
as  well  as  a  “gross  abuse  of  trust”  under  the  Investment  Company 
Act.85  However,  obtaining  evidence  of  churning  frequently  may  re¬ 
quire  an  inquiry  into  fund  managers’  motivations.  It  is  almost 
always  possible  to  give  a  number  of  plausible-sounding  “investment” 
reasons  for  a  program  of  buying  and  selling  that  was  primarily  de¬ 
signed — or  largely  influenced  by  the  desire — to  generate  brokerage 
commissions. 

The  portfolio  turnover  rates  of  mutual  funds  are  on  the  average 
significantly  higher  than  those  of  other  types  of  institutional  investors 
and  the  turnover  rates  of  some  funds  are  far  above  the  industry 
average.  A  high  portfolio  turnover  rate  may  result  from  a  bona  fide 
judgment  that  a  policy  of  active  trading  is  most  likely  to  lead  to 
optimum  investment  performance,  especially  during  periods  of  great 
volatility.  But  it  may  also  result  from  the  managers’  decision  to 
generate  a  substantial  volume  of  brokerage  commissions  for  the 
nurpose  of  stimulating  the  sale  of  new  shares.  Moreover,  constant 
buying  and  selling  may  be  the  consequence  of  a  complex  and  ever- 
changing  blend  of  investment  analysis  and  share-selling  considerations. 

The  managerial  discretion  of  those  who  administer  t  he  funds  should 
be  exercised  solely  in  the  interests  of  the  funds,  free  of  the  pressures 
venerated  by  the  use  of  brokerage  commissions  to  promote  sales  ot 
fund  shares  The  increasing  extent  to  which  brokerage  commissions 
are  used  to  compensate  retail  sellers  of  fund  shares  tends  to  tarnish  the 


SlXf  s^tle.  offered  by,  a  dealer  in  fund  shares. 

85  Sec.  36. 
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integrity  of  the  investment  advisory  function  contrary  to  the  best 
interests  of  the  advisers,  the  funds  and  those  who  invest  in  them. 


(c)  Improper  executions 

The  use  of  brokerage  commissions  to  reward  dealers  for  sales  of 
fund  shares  also  subjects  fund  managers  to  pressures  that  can  result 
in  the  “improper”  execution  of  fund  portfolio  transactions.  Execu¬ 
tions  are  improper  whenever  a  fund  fails  to  seek  the  best  price 
available  in  connection  with  the  purchase  or  sale  of  securities. 
Equally  improper  is  any  execution  in  ivhich  unnecessary  charges  are 
paid  to  execute  the  transaction. 

The  customer-directed  give-up  tends  to  engender  improper  execu¬ 
tions.  The  fund  manager  which  regularly  insists  on  substantial  give- 
ups  by  brokers  is  less  likely  to  receive  as  favorable  a  response  to  its 
indications  of  interest  in  large  blocks  than  are  other  institutional  in¬ 
vestors,  including  other  funds,  which  do  not  ask  for  give-ups  or  ask 
for  smaller  give-ups.  Where  several  institutions  indicate  substantial 
buying  interest  to  a  block  broker  who  subsequently  locates  selling 
interest  sufficient  to  satisfy  only  one  of  the  prospective  purchasers, 
the  broker  is  most  likely  to  call  the  investor  which  will  permit  the 
broker  to  retain  all  or  most  of  his  commission.  The  result  may  be  a 
sacrifice  of  opportunity  for  superior  portfolio  executions  by  those 
funds  requiring  the  most  give-ups. 

Indeed,  the"fund  managers’  interest  in  give-ups  sometimes  makes 
them  unable  to  consummate  any  transaction  at  all.  Cases  have  been 
reported  to  the  Commission’s  staff  in  which  one  fund  wished  to  buy 
and  another  wished  to  sell  a  block  of  a  security  and  in  which  the 
parties  were  able  to  agree  on  a  price  but  where  give-up  considerations 
proved  a  fatal  stumbling  block.  The  seller  insisted  on  one  stock 
exchange  because  that  was  the  one  through  which  its  managers  could 
satisfy  their  give-up  obligations.  The  buyer,  on  the  other  hand,  was 
quite  as  insistent  on  another  exchange  because  its  managers  wished 
to  generate  commissions — not  just  on  any  exchange  but  on  that 
particular  exchange,  so  that  the  transaction  would  produce  give-ups 
for  some  firm  or  "firms  that  belonged  to  it.  Thus,  investment  con¬ 
siderations  are  subordinated  to  the  fund  managers’  interest  m  maxi¬ 
mizing  sales. 

(i)  Transactions  in  listed  securities— Choice  of  market—  As  previ¬ 
ously  noted,  purchasers  and  sellers  of  large  blocks  of  securities  some¬ 
times  are  able  to  obtain  better  prices  for  NYSE  listed  securities  by 
executing  transactions  in  the  over-the-counter  or  third  market 
than  through  exchange  members  who  have  had  to  charge  a  full 
brokerage  commission  to  each  side  of  the  transaction.  Since  there  is 
no  fixed  schedule  of  minimum  commissions  or  markups  and  markdowns 
for  over-the-counter  transactions,86  third  market  transactions  cannot 
properly  provide  give-ups  for  dealers  who  have  sold  fund  shares. 
However,  the  lack  of  give-ups  on  third  market  transactions  compared 
with  the’ wide  scope  given  them  on  regional  exchange  transactions 
has  led  mutual  funds  to  trade  more  on  the  regioi  al  exchanges  than 
other  large  institutional  investors  and,  as  noted  above,  significantly 
less  in  the  third  market.88 


m  Registered  national  securities  associations  of  over-the-counter  market  dealers  are  prohibited  from 
fixing  a  schedule  of  minimum  commissions  or  charges  to  the  investing  public.  Exchange  Act,  sec.  15A  (b)  (8) . 
87  For  a  discussion  of  give-ups  in  over-the-counter  transactions,  see  generally  pp.  178-179,  infra. 

«  Special  study,  pt.  2,  881;  see  pp.  160-161,  supra. 
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Both  exchange  member  firms  and  firms  which  operate  in  the  third 
market  agree  with  the  finding  of  the  Special  Study  that  mutual 
fund  adviser-underwriters  prefer  to  execute  transactions  on  national 
securities  exchanges  rather  than  in  the  third  market.  To  obtain  a 
larger  share  of  mutual  fund  brokerage  business,  many  NYSE  and 
regional  exchange  firms  have  enlarged  the  number  of  regional  ex¬ 
changes  to  which  they  belong  in  order  to  utilize  regional  exchange 
rules  which  permit  them  to  give  up  to  any  member  of  the  NASD. 

Some  firms  which  have  recently  become  regional  exchange  members 
are  former  over-the-counter  brokers  who  had  developed  a  substantial 
third  market  business  in  listed  securities  and  achieved  a  wide  reputa¬ 
tion  because  of  their  skill  in  arranging,  as  brokers,  block  transactions 
for  institutional  investors.  The  commissions  charged  by  these 
brokers  before  they  became  exchange  members  were  subject  to 
negotiation  with  the  parties  to  the  transactions.  Their  usual  com¬ 
mission  was  one-half  of  a  full  commission  from  each  customer.  One 
such  broker  testified  that  at  times  his  commissions  were  negotiated 
down  to  one-quarter  of  an  exchange  commission  or  less. 

Sometimes  we  do  it  away  from  the  last  sale  and  it  is  a 
large  trade  *  *  *  we  will  get  down  to  an  eighth  of  a  point. 

And  in  certain  instances  if  our  trades  are  really  large  we 
may  do  it  net  on  one  side  and  just  an  eighth  on  the  other 
side  *  *  *.  We  will  not  do  a  trade  for  less  than 
an  eighth  *  *  *. 

Prior  to  joining  an  exchange  these  brokers  found  that  despite  the 
fact  that  mutual  funds  could  execute  block  transactions  more  cheaply 
through  them  than  through  exchange  members,  they  had  considerable 
difficulty  in  dealing  with  the  funds.  As  one  dealer  testified: 

Basically  our  business  was  designed  just  to  save  people 
money.  The  mutual  fund  business  competition  is,  I  guess, 
so  great  to  get  reciprocity  out  to  the  people  that  are  selling 
their  shares  [that]  many  of  the  funds  asked  us  to  join  the 
*  *  *  [name]  Stock  Exchange.  We  resisted  the  thing  for 
a  couple  of  years. 

One  of  our  competitors  [name]  *  *  *  [was]  I  think  the 
first  to  join  the  *  *  *  [name]  Stock  Exchange,  and  finally 
competition  was  coming  into  our  business  and  we  simply 
had  to  join  the  *  *  *  [name]  Stock  Exchange  to  keep  doing 
block  business  with  the  funds. 

As  exchange  members,  these  brokers  are  required  to  charge  a  full 
commission  to  each  side  of  a  transaction  for  the  execution  of  brokeiage 
orders  in  securities  traded  on  the  exchange.  The  higher  charges  and 
the  regional  exchange  rules  which  have  permitted  directing  a  portion 
of  the  commission  to  nonmember  dealers  who  sell  fund  shares  have 
enhanced  their  ability  to  obtain  business  from  mutual  funds.  How¬ 
ever,  exchange  membership  may  have  had  some  adverse  effect  on  their 
nonfund  business.  One  broker  testified: 

It  has  inhibited  the  business  to  a  certain  extent,  insofar  as 
when  you  are  dealing  with  customers  who  rare  not  mutiial 
funds  and  not  dealers  and  not  members  of  the  JNAbD.  Tor 
example,  banks  or  insurance  companies— you  have  to  charge 
them  full  stock  exchange  commissions  and  the  banks  and  the 
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insurance  companies  are  getting  close  lately  and  they  don’t 
like  to  pay  full  commissions  anymore,  and  that  stops  some 
trades. 

Another  broker  stated,  however,  that  despite  the  necessity  of 
charging  nonfund  clients  a  full  commission,  he  was  able  to  retain  a 
substantial  portion  of  his  business  with  banks  and  pension  funds: 

They  obviously  couldn’t  care  less  about  the  *  *  *  [name] 
Stock  Exchange,  but  by  the  same  token  we — then  we  realized 
the  availability  of  the  block  is  really  ultimately  the  most  im¬ 
portant  thing,  so  we  persuaded  some  of  the  people  that 
couldn’t  care  less  about  reciprocity  *  *  *  they  had  simply 
had  to  give  up  the  full  commission  on  the  stock  exchange 
trade.  *  *  *  But  [these]  institutions  basically  want  to  save 
money. 

Competition  for  mutual  fund  portfolio  transactions  from  exchange 
members  who  are  permitted  to  engage  in  reciprocal  and  give-up 
practices  induced  one  large  dealer  in  the  third  market  to  consider  the 
adoption  of  its  own  minimum  commission  rate  schedule.  The 
schedule  would  have  provided  for  commissions  in  large  transactions 
higher  than  those  it  had  been  charging  but  substantially  lower  than 
exchange  minimum  commission  rates.  The  firm  also  proposed  to  allow 
institutional  customers  to  direct  the  give-up  of  specified  portions  of 
the  commission  to  any  NASD  member.  The  firm  stated  that  its 
competitive  position  was  affected  adversely  by  reciprocal  business 
which  had  developed  in  the  exchange  market  and  that  it  stood  to 
suffer  increasingly  from  any  bar  to  competing  in  the  give-up  markets. 

The  legitimation  of  give-ups  in  over-the-counter  transactions— even 
where,  as  here,  one  firm  rather  than  a  group  of  competitors  is  in¬ 
volved — would  lead  to  higher  costs  of  execution  for  all  institutional 
customers.  This  dealer’s  proposal  is  eloquent  evidence  of  the  wide¬ 
spread  reluctance  on  the  part  of  mutual  fund  managers  to  execute 
transactions  in  markets  which  afford  the  funds  better  prices  but  do  not 
provide  for  the  give-up  of  commissions  for  sales  of  shares.89 

(ii)  Transactions  on  national  securities  exchanges — Choice  of  execut¬ 
ing  brokers. — Although  recently  mutual  funds  have  been  executing 
more  of  their  portfolio  transactions  in  NYSE  listed  securities  on 
regional  exchanges  than  they  did  formerly  and  although  the  third 
market  sometimes  offers  opportunities  for  better  executions  than  are 
obtainable  on  national  securities  exchanges,  a  substantial  portion  of 
most  funds’  portfolio  transactions  in  NYSE  securities  must  be  exe¬ 
cuted  on  the  NYSE  because  that  is  the  primary  market  for  such 
securities.  As  noted,  fund  managers  generally  believe  that,  while 
more  than  one  broker  is  able  to  provide  good  executions,  there  are 
differences  in  executing  ability  among  brokers.90 

The  need  to  reward  retailers  in  fund  shares  exerts  undesirable  pres¬ 
sures  on  the  selection  of  executing  brokers  for  fund  portfolio  trans¬ 
actions.  While  give-ups  can  be  used  to  reward  nonexecuting  NYSE 
firms  for  sales  of  fund  shares  or  for  other  services,  many  member 
firms  that  maintain  facilities  to  handle  executions  prefer  to  make  use 

w  in  some  circumstances,  the  use  of  a  regional  exchange  rather  than  the  NYSE  may  also  result  in  a  poorer 
execution.  For  example,  there  may  be  some  orders  on  the  NYSE  specialist’s  book  which  would  permit  a 
portion  of  the  block  to.be  executed  at  better  prices  than  those  available  through  a  regional  exchange  cross, 
w  See  p.  168,  supra. 
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of  them  and  to  enjoy  the  prestige  that  flows  from  then-  selection  as 
an  executing  broker  for  a  prominent  institutional  investor.  For 
example,  although  one  fund  trader  has  stated  that  a  particular  NYSE 
member  firm  gives  him  better  executions  than  others,  the  fund  adviser 
nevertheless  feels  compelled  to  execute  fund  transactions  through  other 
firms  who  are  important  sellers  of  fund  shares  and  who  demand  an 
opportunity  to  participate  in  the  execution  of  the  fund’s  portfolio 
transactions.  Of  course,  these  are  the  larger  firms  those  with  clear¬ 
ing  facilities  and  floor  representation. 

The  choice  of  executing  brokers,  like  many  other  aspects  of  fund 
management,  is  a  matter  for  the  fund  managers’  business  judgment. 
The  introduction  of  considerations  relating  to  sales  of  fund  shares  in 
the  making  of  such  judgments,  however,  may  be  inconsistent  with  the 
managers’  duty  to  obtain  the  best  execution  for  fund  portfolio  trans¬ 
actions. 

(iii)  Transactions  in  over-the-counter  securities. — A  directed  give-up 
of  a  portion  of  the  commission  charged  for  handling  a  transaction  for 
a  fund  in  the  over-the-counter  market  would  be  a  patent  waste  of 
investment  company  assets.  Since  the  over-the-counter  market  in 
both  listed  and  unlisted  securities  is  a  negotiated  market,  which  is 
not  governed  by  fixed  prices  or  minimum  commission  rate  schedules,91 
any  willingness  of  the  executing  broker  or  dealer  to  allow  his  customer 
to  "direct  a  give-up  of  a  portion  of  his  commission  or  markup  to 
dealers  in  fund  shares  in  and  of  itself  shows  that  a  lower  price  or  com¬ 
mission  could  have  been  negotiated.  An  example  reported  by  the 
Special  Study  involved  an  over-the-counter  purchase  of  12,900  shares 
of  an  NYSE  stock.  The  broker  who  executed  the  transaction  charged 
a  commission  at  the  full  NYSE  rate  ($5,800),  but  it  retained  only 
half  of  the  commission  and  distributed  the  remaining  $2,900  among 
14  other  nonmember  broker-dealers  designated  by  the  fund’s  manage¬ 
ment.92  -ii 

Improper  executions  in  over-the-counter  transactions  also  result 

whenever  an  investment  company  “interpositions”  a  superfluous 
broker-dealer  into  a  transaction  between  the  company  and  the  bro¬ 
kerage  firm  from  which  it  is  buying,  or  to  which  it  is  selling,  an  ovei- 
the-counter  security.  The  Special  Study  cited  an  instance  where  a 
fund  underwriter  instructed  a  dealer  in  its  fund’s  shares  to  sell  as 
agent  for  the  fund  4,000  shares  of  unlisted  portfolio  securities  to  an 
NYSE  firm  which  the  fund  underwriter  had  designated.  Since  the 
fund’s  management  had  itself  found  the  buyer,  the  fund  had  no  need 
for  this  dealer’s  services.  Nevertheless  its  underwriter  caused  the 
fund  to  pay  the  dealer  a  commission  of  $800  as  a  reward  for  selling 
fund  shares.93  Another  over-the-counter  broker  which  specialized  in 
arranging  large  block  transactions  devised  a  system  of  sub-brokerage 
designed  to  enable  his  mutual  fund  clients  to  direct  give-ups  of  portions 
of  portfolio  brokerage  commissions.  Under  this  system  the  iu 
managers  would  place  over-the-counter  orders  with  a  dealer  m  fund 
shares  who,  using  his  “brokerage  judgment,”  would  forward  the  order 
to  this  executing  broker.  Thus,  the  broker  who  really  did  the  work, 
that  is,  the  executing  broker,  paid  a  portion  of  his  commission  to  a 
superfluous  intermediary,  the  sub-broker. 

#i  See  pp.  158-159,  supra. 

»2  Special  Study,  pt.  4,  227. 

•3  Special  Study,  pt.  4,  227. 
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Interpositioning  in  instances  such  as  these  is  clearly  improper  since 
the  interposed  broker  performs  no  essential  function  in  connection 
with  the  execution  of  the  transaction.  In  such  circumstances,  the 
practice  only  increases  the  cost  of  execution  to  the  fund. 

As  one  mutual  fund  manager  iias  said: 

If  great  care  must  be  taken  to  obtain  the  best  possible 
prices  when  commissions  are  not  subject  to  negotiation,  vigi¬ 
lance  should  be  doubled  when  executing  orders  on  which 
commissions  are  not  fixed  by  an  exchange  and  profits  and 
prices  are  not  fixed  by  an  agreement  or  by  a  prospectus. 
Prices,  profits,  and  commissions,  if  any,  are  all  subject  to 
negotiation  in  the  over-the-counter  markets.  Certain  brokers 
maintain  a  market  in  a  limited  number  of  stocks.  They  are 
considered  to  be  the  ‘primary  market’  and  ordinarily  the 
best  prices  can  be  obtained  from  them.  Therefore,  if  an 
investment  company  should  ask  a  dealer  who  does  not  main¬ 
tain  a  primary  market  to  execute  an  order  for  an  over-the- 
counter  security,  a  second  profit  or  commission  would  be 
added  to  the  price  that  could  have  been  secured  in  the 
primary  market  itself  *  *  *. 

In  an  over-the-counter  transaction,  those  who  perform 
no  service  should  not  participate  in  commissions  or  profits 
and  there  should  be  no  give-up  arrangements  with  them. 
Obviously,  if  a  negotiated  commission  or  price  allows  for  a 
give-up  of  a  portion  of  the  commission  or  profit,  a  better 
execution  for  the  investment  company  could  have  been  nego¬ 
tiated  if  no  give-up  had  been  involved.94 


( d )  Impact  on  mutual  fund  sales  practices 
Although  most  mutual  fund  dealers  offer  the  shares  of  many  different 
funds,  often  more  than  a  hundred,  most  of  them  tend  to  concentrate 
their  sales  efforts  in  the  shares  of  a  relatively  few  funds.  Many 
dealers  maintain  “recommended,”  “preferred”  or  “selected”  lists  on 
the  ground  that  they  represent  the  firm’s  judgment  as  to  which  funds 
offer  the  most  promise  of  fulfilling  their  customers’  investment  needs. 
Salesmen  are  encouraged  or  instructed  to  recommend  these  funds  to 
then-  customers,  and  sales  of  these  funds’  shares  usually  account  for 
most  of  the  dealers’  fund  business. 

Competition  for  dealer  favor  is  central  to  the  promotional  efforts 
among  the  underwriters  of  the  dealer-distributed  funds.  A  key  factor 
in  this  competition  is  the  judicious  and  selective  allocation  of  the  com¬ 
missions  generated  by  the  funds’  portfolio  brokerage  business.  Some 
underwriters  attempt  to  meet  the  demands  of  their  dealers  for  a  “fair 
share”  of  the  fund’s  brokerage  business  by  attempting  to  relate  each 
dealer’s  share  of  that  business  to  his  contribution  to  the  fund’s  aggre¬ 
gate  new  share  sales.  Other  underwriters,  however,  proceed  on  the 
premise  that  their  funds’  share  sales  can  best  be  stimulated  by  con¬ 
centration  and  the  strategic  placement  of  portfolio  brokerage. 

Underwriters,  for  example,  have  encouraged  fund  dealers  to  organize 
special  sales  campaigns  for  the  shares  of  the  funds  they  distribute  with 
the  understanding  that  the  funds  will  provide  them  with  extra  bro¬ 
kerage  business  or  give-ups  on  all  sales  made  during  the  campaign. 


u  Driscoll,  Procedures  of  Affiliated  Fund  and  American  Business  Shares  in  Buying  and  Selling  Portfolio 
Securities,  p.  14  (1965). 
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Some  adviser-underwriters  tend  to  concentrate  the  brokerage  business 
at  their  disposal  among  a  relatively  few  selected  dealers  with  the  un¬ 
derstanding  that  those  dealers  will  focus  their  sales  efforts  on  the  shares 
of  the  funds  distributed  by  these  adviser-underwriters.  In  some 
instances,  they  seek  to  obtain  new  dealers  by  the  payment  of  cash 
give-ups  in  advance  of  any  sales  by  those  dealers. 

Independent  dealers  in  fund  shares  and  their  salesmen  are  in  a 
position  to  offer — and  often  purport  to  offer— mutual  fund  investors 
the  benefit  of  informed  evaluations  of  the  investment  merits  of  a  large 
number  of  funds.  Customers  are  encouraged  to — and  frequently  do — 
rely  upon  the  dealer’s  recommendation  in  making  their  investments. 
The  influence  of  reciprocal  business  and  give-ups,  which  is  hidden 
from  their  customers,  tends  to  undermine  the  integrity  of  dealer 
recommendations.  It  tempts  dealers  to  base  their  recommendations 
on  the  amount  of  portfolio  brokerage  that  will  be  generated  by  selling 
shares  of  a  particular  fund  rather  than  on  the  suitability  of  that  fund 
to  the  investment  needs  of  their  customer. 


(e)  The  competitive  effects  of  reciprocal  and  give-up  practices 
(i)  Competition  between  small  and  large  funds. — To  the  extent  that 
extra  compensation  for  sales  of  fund  shares  promotes  fund  growth 
through  sales  of  new  shares,  the  use  of  brokerage  commissions  for 
this  purpose  directly  benefits  fund  managers.  As  has  been  indicated, 
under  present  industry  compensation  patterns  increases  in  fund  size 
result  in  increased  advisory  compensation.95  The  funds  and  then- 
shareholders,  however,  benefit  only  to  the  extent  that  fund  growth 
reduces  advisory  fees  and  other  operating  costs  or  enables  fund  man¬ 
agers  to  build  a  stronger  advisory  organization.  To  the  shareholders 
of  some  small  funds  these  benefits  could  be  substantial;  to  shareholders 
of  larger  funds  and  to  the  shareholders  of  those  smaller  funds  which 
belong  to  large  complexes,  they  may  be  less  significant. 

The  use  of  brokerage  commissions  as  compensation  for  sales  of  fund 
shares  places  small  funds  and  small  fund  complexes  at  a  distinct 
competitive  disadvantage  in  connection  with  sales  of  fund  shares. 
Since  large  funds  tend  to  have  substantial  advisory  organizations,  they 
have  less  need  for  supplementary  investment  advisory  and  other 
services  available  from  broker-dealers  in  return  for  brokerage.  O nly 
a  small  portion  of  the  large  funds’  brokerage  commissions  need  be 
allocated  for  such  services.  On  the  other  hand,  payments  for  non¬ 
sales  services  furnished  by  broker-dealers  often  consume  all  of  the 
brokerage  commissions  generated  by  small  funds.  Moreover,  because 
large  funds  and  large  fund  complexes  are  more  important  and  more 
profitable  brokerage  clients  than  small  funds,  large  funds  are  able  to 
obtain  more  services  for  their  brokerage  dollars  and  are  in  a  better 
position  than  small  funds  to  negotiate  higher  give-up  rates. 

Small  funds  which  have  not  achieved  a  widespread  reputation 
amono-  broker-dealers,  salesmen,  and  customers  are  at  a  disadvantage 
fn  safes  competition  with  large  funds.  The  use  o  brokerage  com¬ 
missions  in  the  competition  for  such  sales  adds  to  this  disadvantage 
and  tends  to  impede  the  development  and  the  growth  of  small  funds. 

fii)  Competition  between  member  and  nonmember  dealers.  Mutual 
fund  reciprocal  and  give-up  practices  have  also  operated  to  the 


»»  See  ch.  Ill,  pp.  88-90,  supra. 
M  See  pp.  166-167,  supra. 
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disadvantage  of  those  dealers  in  fund  shares  who  are  not  members 
of  the  NYSE,  particularly  those  who  do  not  belong  to  any  regional 
exchange.  Since  most  mutual  fund  portfolio  transactions  are  executed 
on  the  NYSE,  whose  rules  permit  give-ups  only  to  its  members, 
non-NYSE  members  are  able  to  receive  substantially  less  extra 
compensation  for  sales  of  fund  shares  than  members. 

To  some  extent,  mutual  fund  utilization  of  regional  exchanges  has 
mitigated  the  disparity  in  extra  sales  compensation  between  NYSE 
members  and  nonmembers.  However,  since  mutual  fund  transactions 
on  regional  exchanges  consititute  only  a  small  portion  of  fund  port¬ 
folio  transactions,  they  are  not  sufficient  to  remove  the  disparity  in 
compensation  for  non-NYSE  members  and  particularly  for  those 
dealers  who  are  not  members  of  any  exchange.  Even  those  exchanges 
which  permit  give-ups  to  any  member  of  the  NASD  do  not  allow  non¬ 
members  to  receive  a  give-up  as  large  as  that  permitted  for  members. 
Thus,  one  fund  adviser-underwriter  described  nonmember  dealers  to 
the  Commission’s  staff,  as  “the  poor  souls  who  have  to  stand  in  line 
shouting  and  screaming  until  the  day  comes  when  one  of  the  funds 
buys  a  new  issue.” 97 

The  extent  of  the  disparity  between  the  reciprocal  and  give-up 
compensation  received  by  large  and  small  dealers  is  illustrated  by  the 
recent  studv  of  the  over-the-counter  markets  prepared  for  the  NASD 
by  Booz,  Allen  &  Hamilton,  Inc.98  This  study  disclosed  that  in  1964 
the  707  smallest  broker-dealers  of  the  2,483  surveyed  derived  an 
average  of  less  than  $170  from  give-ups  and  reciprocals  or  only  2.1 
percent  of  their  $8,000  average  gross  income.99  Thus,  while  these 
firms  derived  almost  57  percent  of  then'  gross  income  directly  from 
retailing  mutual  fund  shares,  their  gross  income  from  reciprocals  and 
give-ups  amounted  to  less  than  four  cents  for  every  dollar  of  direct 
mutual  fund  selling  compensation  that  they  received. 

On  the  other  hand,  the  seven  largest  firms  derived  only  2.2  percent 
of  then’  almost  $69  million  average  gross  income  from  direct  compen¬ 
sation  for  the  sale  of  mutual  fund  shares.  These  firms,  however,  re¬ 
ceived  an  average  of  almost  $690,000  from  give-ups  and  reciprocals 
or  about  1  percent  of  their  average  gross  income.100  While  their 
give-up  and  reciprocal  revenues  were  derived  from  both  mutual  fund 
and  nonfund  sources,  it  seems  apparent  they  received  much  more 
extra  compensation  in  relation  to  their  mutual  fund  sales  than  did 
the  smallest  firms. 

The  inability  of  a  nonmember  dealer  to  benefit  equally  with  exchange 
members  from  the  execution  of  exchange  transactions  is  attributable 
to  the  fact  that  the  privilege  of  executing  transactions  on  the  national 
exchanges  is  limited  to  the  members  of  the  exchanges.  Traditionally, 
however,  this  limitation  has  operated  to  the  disadvantage  of  a  non- 
member  broker-dealer  only  in  competing  for  transactions  in  exchange- 
traded  securities.  Mutual  fund  reciprocal  and  give-up  practices 
extend  the  advantages  of  exchange  membership  to  the  rewards 
available  for  selling  mutual  fund  shares — sales  which  are  effected 
without  the  use  of  the  facilities  of  a  national  securities  exchange. 

«7  if  such  a  dealer  has  become  a  member  of  an  underwriting  selling  group  (because  a  fund  manager  has 
asked  the  managing  underwriter  to  include  that  particular  dealer  or  because  of  other  reasons) ,  he  may  receive 
compensation  on  a  par  with  that  received  by  others  in  the  group. 

m  Booz,  Allen  &  Hamilton,  Inc.,  Over-The-Counter  Markets  Study  prepared  for  the  National  Association 
of  Securities  Dealers  (“Booz-Allen  study”)  (Aug.  22, 1966). 
w  Booz-Allen  study,  13  and  app.  D,  table  1. 

Booz-Allen  study,  13  and  app.  D,  table  1. 
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(iii)  Competition  among  markets  for  listed  securities. — One  of  the 
principal  policies  underlying  the  Commission’s  regulation  of  the 
securities  markets  has  been  the  promotion  of  fair  and  effective  com¬ 
petition  among  the  various  securities  markets.101  As  both  the  Senate 
Committee  on  Banking  and  Currency  and  the  House  Committee  on 
Foreign  and  Interstate  Commerce  have  noted,  the  Exchange  Act 102 
reflects  an  endeavor  by  Congress  to — 

*  *  *  create  a  fair  field  of  competition  among  exchanges 
and  between  exchanges  as  a  group  and  the  over-the-counter 
markets  and  to  allow  each  type  of  market  to  develop  in 
accordance  with  its  natural  genius  consistently  with  the 
public  interest.103 


As  indicated  above,104  the  pressure  to  pay  broker-dealers  additional 
compensation  by  means  of  give-ups  and  through  participation  in  fund 
portfolio  brokerage  transactions  for  selling  fund  shares  has  resulted  in  a 
bias  in  fund  managers’  choices  of  markets  for  the  execution  of  fund 
portfolio  transactions.  Quite  apart  from  the  potential  neglect  of 
fiduciary  obligations  which  this  bias  fosters,  it  distorts  competitive 
relationships  among  the  securities  markets  in  a  manner  inconsistent 
with  the  public  interest. 

The  kind  of  competition  among  securities  markets  which  is  in  the 
public  interest  is  that  which  focuses  on  providing  market  mechanisms 
which  facilitate  the  trading  of  securities  at  competitive  prices  and 
reasonable  service  charges.  Allocating  mutual  fund  portfolio  broker¬ 
age  as  an  additional  reward  for  the  sale  of  fund  shares  does  not  fur¬ 
ther  this  result.  It  furnishes  incentives  for  paying  service  charges 
which  are  higher  than  might  otherwise  be  necessary  and  for  foregoing 
markets  which  offer  a  better  price  in  favor  of  markets  which  provide 
better  opportunities  for  the  distribution  of  extra  compensation  to  sell¬ 
ers  of  fund  shares.  Thus,  such  use  of  fund  brokerage  has  resulted 
in  a  demonstrable  shift  in  the  competitive  emphasis  among  the  secu¬ 
rities  markets  and  among  the  members  of  the  securities  industry  from 
that  of  providing  market  mechanisms  which  facilitate  the  trading  of 
securities  at  competitive  prices  with  reasonable  service  charges,  to 
that  of  providing  mechanisms  which  facilitate  the  broader  distribution 
of  the  brokerage  commissions  paid  by  the  funds. 

5.  Existing  controls  over  mutual  fund  reciprocal  and  give-up  practices 

The  problems  posed  by  mutual  fund  reciprocal  and  give-up  practices 
have  been  of  increasing  concern  to  State  regulatory  authorities, 
industry  organizations,  and  the  Commission.  Each  of  these  bodies 
has  taken  steps  to  mitigate  some  of  the  potential  abuses  that  stem 
from  such  practices. 


(a)  State  regulation 

State  securities  administrators  were  among  the  first  to  express 
concern  over  the  use  of  fund  brokerage  commissions  in  the  competition 
for  sales  of  fund  shares.  In  1949,  the  North  American  Securities 
Administrators  (“NASA”),105  an  association  of  State,  Canadian  pro¬ 
vincial,  and  Mexican  securities  administrators,  adopted  a  resolution 

10'  See  The  Multiple  Trading  Case.  10  S.E.C.  270  (1941). 

IS  gfjtept  A7OT.°74t?f Cong!f2!§^ras?  "(1930) ,  p.  3;  H.  Kept.  2601,  74th  Cong.,  2d  sess.  (1936),  p.  4. 

IS  lormerly  knownTuie  National  Association  of  Securities  Administrators. 


IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH  183 


disapproving  of  attempts  to  promote  mutual  fund  share  sales  through 
promises  or  agreements  to  give  fund  dealers  brokerage  business  in 
addition  to  sales  compensation  provided  for  in  dealer  contracts.106 

In  1952,  NASA  adopted  two  further  resolutions  dealing  with  the 
use  of  fund  brokerage  commissions  as  sales  compensation.  One 
resolution  attacked  the  “stockpiling”  of  give-ups,  a  practice  whereby 
fund  underwriters  who  have  not  immediately  directed  give-ups 
accumulate  a  backlog  which  they  later  distribute  selectively  among 
fund  dealers.  A  second  resolution  condemned  give-ups  that  result  in 
a  price  less  favorable  than  the  fund  would  otherwise  have  received. 

A  number  of  States  have  patterned  their  rules  with  respect  to  mutual 
fund  reciprocal  and  give-up  practices  after  the  NASA  resolutions.107 
However,  as  indicated  by  the  Special  Study,  “their  impact  on  indus¬ 
try  practices  is  limited  by  the  problems  of  enforcement  which  hamper 
most  State  securities  administrators  *  *  *.”  108  The  disapproval  of 
express  understandings  has  not  prevented  the  development  of  recip¬ 
rocal  business  and  give-up  patterns  by  which  sellers  of  fund  shares  are 
rewarded  by  the  allocation  of  brokerage  commissions  on  the  basis  of  a 
rule  of  thumb  understood  by  the  parties.  The  disapproval  of  “stock¬ 
piling”'  has  not  had  a  widespread  effect  on  industry  reciprocal  and 
give-up  practices,  since  large  funds  and  large  fund  complexes  can 
generate  enough  brokerage  commissions  to  permit  selective  distribution 
to  fund  dealers  without  the  need  for  “stockpiling”. 

(6)  The  NASD 

The  NASD  also  has  expressed  some  concern  over  certain  types  of 
compensation  in  addition  to  the  regular  dealer  discount  paid  to 
dealers  who  sell  fund  shares.  An  interpretation  of  its  Rules  of  Fair 
Practice  limits  the  nature  and  extent  of  the  extra  compensation 
which  its  members  may  receive  for  selling  mutual  fund  shares.109 
However,  this  interpretation  has  not  been  applied  to  reciprocal 
brokerage  or  give-ups  allocated  as  compensation  for  sales  of  fund 
shares.  Thus,  the  NASD’s  Rules  of  Fair  Practice  prohibit  a  dealer  in 
fund  shares  from  accepting  a  gift  worth  more  than  $25,  but  they  do 
not  place  any  limits  on  the  dealer’s  receipt  of  cash  give-ups  as  extra 
compensation  for  sales  of  fund  shares.110 

The  Special  Study  raised  questions  with  respect  to  the  NASD’s 
Rules  of  Fair  Practice  in  this  area,111  and  the  NASD  has  submitted 


Proceedings  of  the  32d  Annual  Convention  of  the  National  Association  of  Securities  Administrators, 
p.  102  (1949). 

Alabama,  Illinois,  Kentucky,  Maine,  Michigan,  Minnesota,  Missouri,  Nebraska,  New  Hampshire, 
North  Dakota,  Ohio,  Oregon.  South  Carolina,  West  Virginia,  and  Wisconsin. 
i°8  Special  Study,  pt.  4,  230. 

iw  This  so-called  “Special  Deals”  interpretation  states  that  it  is  inconsistent  with  just  and  equitable 
principles  of  trade  and  a  violation  of  the  NASD  Rules  of  Fair  Practice  for  a  member,  its  registered  repre¬ 
sentatives,  and  other  associated  persons,  to  accept— or  for  a  principal  underwriter  or  its  affiliated  persons 
to  give— directly  or  indirectly  in  connection  with  sales  of  fund  shares  “anything  of  material  value”  in  addi¬ 
tion  to  the  dealer  discounts  or  concessions  set  forth  in  the  fund’s  current  prospectus  (NASD  Manual, 
G-32).  The  NASD’s  recently  issued  guideline  for  administration  of  the  “Special  Deals”  interpretation 
includes  as  examples  of  “anything  of  material  value”  gifts  of  more  than  $25  per  person  per  year  or  of  manage¬ 
ment  company  stock,  loans,  and  sales  commissions  in  addition  to  those  described  in  the  prospectus. 

no  The  NASD  also  has  adopted  an  interpretation  of  its  Rules  of  Fair  Practice  with  respect  to  dealer  com¬ 
pensation  of  salesmen  for  sales  of  investment  company  shares.  This  interpretation,  unlike  the  “Special 
Deals”  interpretation,  specifically  recognizes  that  receipt  of  reciprocal  brokerage  and  give-ups  is  part  of  sales 
compensation  since  it  includes  as  part  of  such  compensation  “a  participation  in  brokerage  commissions” 
(NASD  Manual,  G-34).  The  interpretation  requires  that  the  total  compensation  of  a  registered  represen¬ 
tative  for  the  sale  of  fund  shares  “bear  a  reasonable  relationship  to  the  dealer  discount  set  forth  ir.  the  pro¬ 
spectus  of  the  investment  company  and  in  the  selling  group  agreement  of  the  underwriter.” 
jn  Special  Study,  pt.  4,  234-235. 
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various  proposals  for  strengthening  them.112  Although  the  NASD 
proposals,  if  adopted,  would  have  eliminated  some  undesirable  prac¬ 
tices,  they  would  have  codified,  and  thus  impliedly  would  have  sanc¬ 
tioned,  the  use  of  fund  brokerage  as  extra  compensation  for  sales  of 
fund  shares.  Consequently,  the  Commission  deferred  action  on  the 
proposals  pending  an  overall  evaluation  in  the  light  of  this  report. 

(c)  The  national  securities  exchanges 

The  activities  of  the  NYSE  with  respect  to  give-up  and  reciprocal 
practices  have  been  limited  to  considerations  affecting  the  adminis¬ 
tration  and  enforcement  of  its  rules  prohibiting  direct  rebates  to 
nonmembers  of  brokerage  commissions  earned  on  exchange  transac¬ 
tions  executed  for  them.  Regional  exchanges,  on  the  other  hand, 
have  been  largely  concerned  with  fashioning  give-up  rules  that  enable 
them  to  compete  effectively  with  the  NYSE,  the  Amex  and  the  third 
market  for  fund  portfolio  transactions. 

(d)  The  Investment  Company  Institute 

Other  industry  efforts  to  control  potential  abuses  that  might  result 
from  mutual  fund  reciprocal  and  give-up  practices  are  reflected  in  the 
Guide  to  Business  Standards  adopted  in  1962  by  the  Investment 
Company  Institute,  the  industry  association  to  which  the  mutual 
funds  which  hold  most  of  the  industry’s  assets  belong.113  The 
Investment  Company  Institute  has,  as  one  of  its  purposes,  the  promo¬ 
tion  of  high  ethical  standards  among  its  members.  However,  since 
it  does  not  exercise  statutory  self-regulatory  responsibilities,  as  do 
national  securities  exchanges  and  the  NASD,  it  maintains  no  enforce¬ 
ment  machinery  and  imposes  no  sanctions  on  members  who  do  not’ 
choose  to  follow  its  Guide. 


(e)  Federal  regulation — The  need  for  action 
Since  the  publication  of  the  Wharton  Report  and  the  Special  Study, 
the  use  of  mutual  fund  brokerage  as  extra  cash  compensation  for 
sales  of  fund  shares  has  been  the  subject  of  extensive  study  and 
consideration  by  the  Commission.  Information  gathered  from  ex¬ 
panded  disclosure  and  reporting  requirements  under  the  Act, 
informal  investigations,  and  discussions  between  Commission  repre¬ 
sentatives  and  members  of  the  securities  industry  regarding  mutual 


,,,  .  0  in  Qrwial  studv  Cot  4  2311  In  May  1961  the  NASD  asked  the  Commission’s  tentative 

annrovafof  proposed  amendments'to  its  Rules  of  Fair  Practice  which  would  have  prohibited:  (1)  any  agree- 
ments  or  promises  to  give  a  broker-dealer  any  specified  amount  of  brokerage  business  or  1 
missions-  ?2)  the  allocation  of  brokerage  commissions  to  any  firm  in  an  amount  greater  than  or  dispropo  - 
Uonate  t'o(the  amount  o?  brokerage  commissions  generally  directed  to  other  members ;  m gelation .to  their 
oiiirlmfnmo  •  **”  and  (31  the  direction  of  brokerage  commissions  to  individual  salesmen  In  addition, 
ts*l( 5  n  asd  opposed  to require  its  Srwriter  members  to  “compile  and  maintain  detailed  information” 
nnrtfolio  transactions  and  brokerage  commissions  of  the  mutual  funds  for  which  they  act.  , 

^overnors^iftii^NASD  should  prescrite, ^records  showing  reciprocal  business  known  by  them  to  have  been 
alm*Sec.  4*0?  the  3rrind^^ly”°andrthat"noamember  should 

enjoined  from  directing  give-ups  to  bn^r^deal^rs^n  over-^c  couiVc^transac  ^  ^^  companies,  contains  a 
the  possible  impact  of  such  allocations  on  po  N  fjan  25  1965)  The  Commission  has  aiso 

SfeSL.  — •- 

and  proxy  statements. 
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fund  reciprocal  and  give-up  practices  has  confirmed  and  emphasized 
the  problems  raised  by  the  Wharton  Report  and  the  Special  Study. 
Since  this  report  deals  largely  with  mutual  funds,  it  has  discussed  use 
of  mutual  fund  brokerage  as  additional  sales  compensation  primarily  in 
terms  of  its  impact  on  funds  and  their  shareholders.  It  should  be 
emphasized,  however,  that  other  institutional  investors  employ 
similar  techniques.  Apart  from  the  purposes  of,  and  impact  onr 
such  investors,  the  Commission  is  of  the  view  that  certain  aspects  of 
these  practices,  particularly  the  customer-directed  give-up,  impair  the 
orderly  and  proper  functioning  of  the  securities  markets  themselves. 

(/)  Customer-directed  give-ups 

In  the  over-the-counter  markets,  where  brokerage  costs  are  subject 
to  negotiation,  give-ups  of  commissions  to  brokers  who  perform  no 
necessary  function  in  connection  with  a  transaction  have  long  been 
recognized  as  improper  and  illegal.  Give-up  practices  have  been 
tolerated  in  the  exchange  markets  only  because  brokerage  costs  are 
fixed  by  the  exchange  minimum  commission  rate  schedules.  They 
have  become  widespread  because  these  schedules  have  not  distin¬ 
guished  between  large  or  small  orders  and  the  services  sought  by  or 
provided  to  large  institutional  investors. 

Exchange  give-up  rules  may  have  been  originally  designed  to  provide 
for  a  reasonable  sharing  of  commissions  among  those  who  combined 
to  perform  services  for  customers  through  traditional  correspondent 
relationships.  However,  mutual  fund  give-up  practices  are  wholly  in¬ 
consistent  with  this  purpose.  They  permit  mutual  fund  managers 
to  distribute  the  commissions  that  the  funds  pay  among  securities 
firms  which  have  nothing  to  do  with  the  transactions  on  which  the 
commissions  are  earned  and  for  services  which  are  of  little  or  no 
relevance  to  the  interests  of  the  funds’  shareholders. 

Customer-directed  give-ups  raise  questions  as  to  the  propriety  of 
the  commission  rate  schedule  itself.  Assuming  that  a  minimum  com¬ 
mission  schedule  is  necessary  and  appropriate  to  effective  and  efficient 
operation  of  an  exchange,  the  commission  rate  structure  should  be 
designed  to  compensate  brokers  fairly  for  the  services  they  perform 
and  to  provide  equitable  treatment  for  various  classes  of  customers 
whose  use  of  exchange  facilities  is  basically  similar.  As  existing  ex¬ 
change  rules  recognize,  it  should  not  give  direct  or  indirect  discrimina¬ 
tory  rebates  to  particular  classes  of  customers. 

Mutual  fund  give-up  practices  are  inconsistent  with  these  principles. 
They  create  rebates  not  to  the  brokerage  customer,  the  fund  itselfr 
but  to  its  managers  who  are  in  a  position  to  direct  the  fund’s  brokerage 
to  maximize  sales  of  fund  shares.  Moreover,  the  availability  of  such 
rebates  creates  distortions  and  artificial  devices  in  the  securities 
markets.  Give-up  practices  may  facilitate  a  wider  distribution  of 
fund  brokerage,  but  in  the  process  they  interfere  with  the  orderly 
functioning  of  the  markets,  the  effective  execution  of  customer  orders 
and  the  channeling  of  competitive  forces  for  the  benefit  of  public 
investors,  and,  as  has  been  noted,  they  have  other  undesirable  effects- 
on  the  mutual  fund  industry. 

The  give-up  is  the  principal  device  whereby  fund  managers  are  able 
to  channel  brokerage  commissions  to  large  numbers  of  dealers  in  fund 
shares  who  do  not  and  are  not  in  a  position  to  perform  any  useful  or 
necessary  function  in  connection  with  the  transactions  on  which  the 
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commissions  are  earned.  Hence  the  give-up  is  in  large  measure 
responsible  for  the  increasing  importance  of  brokerage  commissions 
in  the  competition  for  sales. 

Accordingly,  the  Commission  has  given  notice  that  it  believes  that 
exchange  rules  must  be  changed  so  as  to  preclude  customer-directed 
give-ups.  Since  competitive  pressures  among  participants  in  give-up 
practices  may  deter  any  one  of  the  exchanges,  acting  alone,  from 
taking  the  initiative  in  this  area,  concerted  action  by  the  exchanges, 
the  NASD  and  the  Commission  will  probably  be  necessary.  To 
provide  a  comprehensive  and  uniform  approach  to  this  matter,  the 
Commission  may  find  it  essential  to  exercise  its  rulemaking  powers 
under  the  Exchange  Act. 

Rules  abolishing  customer-directed  give-ups  should  reach  all 
existing  or  future  practices  which  achieve  the  same  purposes  now 
accomplished  by  present  mutual  fund  give-up  practices.  Such  rides 
need  not  interfere  with  commission  splitting  among  members  as  a 
result  of  traditional  correspondent  practices  whereby  the  broker 
receiving  an  order  has  a  bona  fide  brokerage  relationship  with  the 
customer  but  shares  the  commission  with  a  correspondent  who 
executes  and  clears  the  transaction  through  the  facilities  of  an  ex¬ 
change.  Such  commission-splitting  is  confined  to  brokers  who  share 
the  duties,  responsibilities,  and  obligations  involved  in  the  handling 
of  the  transaction  on  which  the  commission  is  earned.  It  is  quite 
different  from  mutual  fund  commission-splitting  which  is  directed 
by  the  fimd  managers  for  the  purpose  of  paying  brokers  for  services 
extraneous  to  the  brokerage  function. 

The  abolition  of  customer-directed  give-ups  would  appear  to  have 
only  a  slight  effect  on  the  gross  income  of  the  securities  industry. 
The  Booz-Allen  study  indicates  that  combined  give-up  and  reciprocal 
business  from  all  sources  accounted  for  only  2.5  percent  of  the  1965 
gross  income  of  the  2,453  firms  studied  .n5  Gross  income  from  give-ups 
and  reciprocals  from  all  sources  exceeded  5  percent  of  gross  income 
for  only  one  size  group  of  broker-dealers  the  37  dealers  whose  gross 
income  ranged  from  $185,000  to  $200,000  in  1964. 116 


(g)  Reciprocity  and  exchange  commission  rate  schedules 
Reciprocal  business  practices,  i.e.,  the  selection  of  executing  brokers 
bv  mutual  fund  managers  on  the  basis  of  the  brokers’  sales  of  fund 
shares  raise  slightly  different  issues.  The  adverse  effect  of  reciprocal 
practices  on  the  functioning  of  the  securities  markets,  as  distinct  from 
their  effect  on  mutual  funds  and  their  shareholders,  is  not  as  clear  as 

in  the  case  of  give-up  practices.  ~  ,  i 

Reciprocal  practices,  however,  do  have  an  adverse  effect  on  mutual 

funds  and  their  shareholders.  They  exert  pressure  upon  the  exercise 
of  managerial  discretion  in  allocating  brokerage  between  sales  and 
nonsales  services,  in  formulating  investment  policies  and  decisions  and 
in  executing  portfolio  transactions.  They  exert  a  hidden  influence  on 
retail  dealers’ recommendations  to  investors  and  result  in  unwarranted 
competitive  disadvantages  for  small  funds  and  small  dealers,  particu¬ 
larly  nonexchange  dealers,  in  competing  for  sales  of  fund  shares  with 
lar<m  funds  and  large  member  dealers.  I  hey  also  channel  the  com¬ 
petition  for  the  funds’  portfolio  brokerage  business  among  markets 


ns  Booz-Allen  study,  31. 
in'  Booz-Allen  study,  13. 
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and  brokers  in  a  manner  which  benefits  fund  managers  rather  than 
mutual  fund  shareholders. 

It  probably  is  not  practical  to  deal  with  reciprocity  by  modifying 
exchange  rules  to  prohibit  these  practices  except  in  situations  where 
brokerage  allocation  is  employed  to  evade  the  prohibition  of  give-ups. 
The  Commission  believes,  however,  that  the  adverse  effects  of  mutual 
fund  reciprocal  practices  can  be  substantially  mitigated  through 
changes  in  exchange  minimum  commission  rate  schedules  to  provide 
a  discount  for  the  execution  of  large  block  transactions  or  otherwise 
take  into  account  the  generally  lower  costs  to  brokerage  firms  of 
executing  transactions  for  the  larger  institutional  investors.  Existing 
give-up  practices  show  that  exchange  members  find  it  profitable  to 
execute  mutual  fund  portfolio  transactions  for  40  percent  or  less  of 
minimum  commission  rates.  These  savings  can  be  passed  to  the 
multitude  of  small  investors  who  participate  in  the  securities  markets 
through  institutional  media  if  exchange  minimum  commission  rate 
schedules  are  revised  to  provide  for  meaningful  volume  or  institutional 
discounts. 

Accordingly,  the  Commission  has  advised  the  national  securities 
exchanges  that  it  considers  the  question  of  changes  in  commission 
rate  schedules  to  be  closely  related  to  that  of  the  adoption  of  rules 
prohibiting  customer-directed  give-ups.  It  has  asked  the  exchanges 
to  consider  appropriate  changes  in  their  commission  rate  schedules  for 
the  benefit  of  small  investors  who  participate  in  the  markets  through 
institutional  media.  Such  changes  should  not  restrict  the  normal 
discretion  of  a  customer  or  broker  with  respect  to  the  timing  of  orders 
and  the  manner  of  executing  them.  Institutional  customers  should 
not  be  placed  in  the  position  of  having  to  execute  substantial  orders 
in  short  periods  of  time  contrary  to  the  dictates  of  prudent  investment 
judgment  in  order  to  reduce  their  brokerage  costs.  A  meaningful 
volume  or  institutional  discount  therefore  requires  consideration  of  a 
number  of  factors  including  the  amount  of  such  discounts,  the  appro¬ 
priate  breakpoints  for  such  discounts  and  the  definition  of  an  “order.” 

Although  the  subject  of  volume  or  institutional  discounts  is  closely 
linked  to  the  give-up  problem,  there  are  differences.  In  the  Com¬ 
mission’s  view  it  is  essential  that  uniform  action  be  taken  to  abolish 
the  customer-directed  give-up  on  all  exchanges.  It  is  not  as  clear 
that  the  nature  and  extent  of  volume  or  institutional  discounts  neces¬ 
sarily  should  be  uniform  among  all  exchanges.  More  important, 
concurrent  resolution  of  both  matters  is  not  a  necessary  condition 
to  the  resolution  of  one  or  the  other.  The  Commission  has,  however, 
initiated  discussions  of  both  matters  with  the  exchanges.  It  is 
important  that  appropriate  solutions  to  these  matters  be  carefully 
considered  and  promptly  resolved. 

The  Commission  will  consider  the  need  for  other  changes  in  con¬ 
nection  with  the  introduction  of  a  volume  or  institutional  discount. 
However,  at  the  present  time  there  is  no  evidence  that  a  volume  or 
institutional  discount  will  require  any  such  changes. 

(A)  Other  action 

There  is  good  reason  to  believe  that  the  steps  proposed  to  be  taken 
with  respect  to  the  directed  give-up  and  the  volume  discount  will 
substantially  reduce  the  adverse  consequences  to  the  funds  and  their 
stockholders  of  using  fund  brokerage  as  extra  compensation  for  selling 
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fund  shares.  It  is  possible,  however,  that  additional  steps  may  be 
necessary  to  deal  with  these  problems.  For  example,  the  abolition 
of  customer-directed  give-ups  and  the  introduction  of  a  volume 
discount  in  exchange  transactions  may  lead  some  mutual  fund  mana¬ 
gers  who  wish  to  reward  a  number  of  brokers  for  services  unrelated  to 
the  handling  of  brokerage  orders  to  fragment  the  funds’  orders  among 
many  transmitting  or  executing  brokers.  The  Commission  believes 
that  such  fragmentation  normally  would  be  inconsistent  with  the 
legal  duty  of  fund  managers  to  seek  the  best  execution  for  their 
clients.  The  Commission  will  exercise  its  jurisdiction  to  enforce  this 
basic  fiduciary  duty. 

If  experience  shows  that  the  steps  outlined  above  have  failed  to 
curb  the  adverse  consequences  to  investors  of  the  link  between  the 
mutual  funds’  share-selling  activities  and  their  portfolio  brokerage 
business,  another  alternative,  which  the  Commission  is  not  yet  pre¬ 
pared  to  recommend,  will  have  to  be  considered.  This  would  be  to 
prohibit  broker-dealers  from  acting  as  brokers  for  or  sharing  in  the 
brokerage  commisssions  paid  by  funds  whose  shares  they  sell.  Al¬ 
though  indirect  and  subtle  reciprocal  arrangements  may  nevertheless 
arise,117  such  a  divorce  of  share  selling  from  portfolio  brokerage  may  be 
the  most  effective  way  to  curb  the  use  of  fund  brokerage  in  the  compe¬ 
tition  for  sales  of  fund  shares.  However,  such  an  approach  would 
limit  the  number  of  brokerage  firms  from  which  smaller  funds  or 
complexes  could  acquire  supplementary  investment  advice  and  other 
nonsales  services.  To  some  extent  it  would  also  limit  fund  managers 
in  their  choice  of  broker-dealers  for  fund  portfolio  transactions.  This 
might  affect  the  funds’  portfolio  transactions  since  cases  could  arise 
in  which  the  dealers  who  had  chosen  to  continue  to  retail  fund  shares 
were  best  able  to  handle  particular  transactions.  Accordingly,  the 
Commission  will  defer  consideration  of  this  alternative  until  it  has  had 
an  opportunity  to  evaluate  the  effects  of  the  steps  it  now  proposes  to 
take. 

D.  BROKER-AFFILIATED  INVESTMENT  COMPANIES 


A  substantial  number  of  investment  companies  are  affiliated  with 
broker-dealers.  For  some  companies  the  affiliation  is  limited  to 
members  of  their  boards  of  directors  who  are  partners  of  or  otherwise 
associated  with  brokerage  houses.  For  others  the  affiliation  is  much 
closer-  the  adviser-underwriter  is  itself,  or  its  controlling  persons  are, 
closely  associated  with  an  established  brokerage  firm  which  regularly 
executes  company  portfolio  transactions.  This  section  is  concerned 
with  that  closer  type  of  broker-dealer  affiliation 

The  investment  companies  which  are  closely  affiliated  with  an 
exchange  member  include  several  large  mutual  funds,  such  as  Na¬ 
tional  Investors  Corp.  and  Broad  Street  Investing  Corp  and  the 
two  largest  diversified  closed-end  investment  companies,  Pri-Conti- 
nental  Corp.,118  and  the  Lehman  Corp.  A  number  of  smaller 
funds — for  example,  Energy  Fund,  Inc.,  Pine  Street  Fund  Inc-> 
DeVegh  Mutual  Fund,  Inc.,  Philadelphia  Fund,  Inc.,  and  Oppen- 

,17  See  pp  ! (58-169,  supra.  For  a  discussion  of  such  complex  reciprocity  practices,  see  Special  Study,  pt.  2, 

302-309.  ,  rrirn  an,>  three  onen-end  funds,  Broad  Street  Investing  Corp.,  National 

ns  Officers  of  Tri-Conttaental  Corp  and  three  open-cim  ,u  u  ,  w  geli  n  &  CO  i  an  NYSE  firm,  and 

Investors  Corp.,  and  ^Mt^all  Fm  service  Corp.^  Seech.  Ill,  pp.  106-108,  supra. 

also  serve  as  officers  of  the  c^paMes  hoi  y  o  e  Lehman  Corp.’s  adviser,  also  is  the  adviser  to 

,he’0MhmSto!f,S  <"»«•  •» 
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heimer  Fund,  Inc. — also  are  closely  affiliated  with  NYSE  members.120 
Also,  as  previously  indicated,  in  1965  and  1966  broker-dealer  sub¬ 
sidiaries  of  the  advisers  of  three  of  the  largest  fund  complexes  and 
one  smaller  one  became  member  firms  of  the  Pacific  Coast  Stock 
Exchange.121  The  adviser-underwriters  to  a  number  of  other  funds 
are  also  members  of  regional  exchanges  and  of  the  NASD  and  thus 
are  in  a  position  to — and  sometimes  do — receive  brokerage  commis¬ 
sions  directly  or  indirectly  from  fund  transactions. 

Close  affiliations  between  investment  companies  and  broker-dealers 
who  execute  their  portfolio  transactions  raise  questions  similar  to 
some  of  those  raised  by  the  use  of  brokerage  commissions  to  com¬ 
pensate  dealers  for  the  sale  of  fund  shares.  For  example,  such  affili¬ 
ations  could  possibly  lead  investment  company  managers  to  adopt 
investment  policies  that  call  for  high  portfolio  turnover  rates  for  the 
purpose  of  increasing  the  amount  of  brokerage  commissions  obtain¬ 
able  through  their  relationship  with  the  companies.  This  potential 
for  abuse  led  one  State — Wisconsin — to  prohibit  the  sale  of  shares 
of  a  mutual  fund  which  was  closely  affiliated  with  an  exchange  mem¬ 
ber  unless  the  fund’s  bylaws  or  articles  of  incorporation  provided 
that  the  member  could  not  directly  or  indirectly  profit  from  fund 
portfolio  transactions.122 

The  Wharton  Report  examined  the  relationship  between  mutual 
fund  portfolio  turnover  rates  and  broker-dealer  affiliations.  Out  of 
163  mutual  fund  advisers  surveyed  in  1960,  the  controlling  manage¬ 
ment  group  of  advisers  to  26  funds  were  closely  affiliated  with  bro¬ 
kers.123  The  Wharton  Report  found  that  such  brokers  tended  to  do 
a  large  part  of  the  funds’  brokerage  business,124  but  there  was  no  close 
relationship  between  broker  affiliation  and  fund  turnover  rates.125 

The  Commission’s  staff  reached  similar  conclusions  when  it  studied 
portfolio  turnover  rates  of  109  funds.126  The  1964  median  turnover 
rate  of  these  109  funds  was  20.3  percent.  Out  of  14  of  these  funds 
which  may  be  considered  “closely  affiliated”  with  a  broker-dealer, 
8,  or  over  half,  had  turnover  rates  below  the  median  for  all  109  funds. 

Close  affiliations  between  broker-dealers  and  investment  companies 
also  raise  questions  relating  to  the  fulfillment  of  the  investment 
company  managers’  duty  to  seek  the  best  execution  of  portfolio 
transactions.  If  its  affiliated  broker-dealer  is  an  exchange  member, 
the  manager  of  an  investment  company  may  be  less  inclined  to  con¬ 
sider  opportunities  for  best  execution  in  the  third  market  where  the 
affiliated  broker  could  not  earn  an  exchange  commission.  However, 


i2°  In  most  cases  an  adviser  which  is  also  an  NYSE  member  receives  both  an  advisory  fee  and  brokerage. 

i2i  See  pp.  172-173,  supra,  and  ch.  Ill,  pp.  109-110,  supra. 

>22  Wisconsin  Department  of  Securities,  monthly  bulletin  May  1958,  3  CCH  Blue  Sky  L.  Rept.  52,623.03, 
interpreting  Wris.  Stat.  Ann.  ch.  189,  sec.  13,  3  CCH  Blue  Sky  L.  Rept.  52,113. 

Until  December  1963,  Illinois  also  prohibited  the  sale  within  that  State  of  the  shares  of  funds  which  gave 
brokerage  business  to  brokers  affiliated  with  the  funds’  advisers.  (See  1  CCII  Blue  Sky  L.  Rept.  16,785.) 

>23  The  W'harton  Report  considered  close  affiliations  as  those  involving  the  adviser  itself,  its  parent  or 
subsidiary,  or  an  organization  majority  owned  by  members  of  the  controlling  management  group,  as  dis¬ 
tinguished  from  those  affiliations  based  only  on  interlocking  personnel ,  looser  financial  relationships  and 
minor  ownership  interests.  Wharton  Report  473-474. 

124  Wharton  Report  32,  473-75. 

>23  Although  the  combined  turnover  rate  for  closely  affiliated  funds  was  higher  than  the  comparable  rate 
for  the  industry  in  every  year  from  1953  to  1958,  the  disparity  between  the  rates  decreased  markedly  over  the 
period.  The  higher  rate  of  the  affiliated  funds  was  explained,  for  the  most  part,  by  their  relatively  smaller 
size.  Of  25  such  closely  affiliated  funds  for  which  the  Wharton  Report  presented  data,  13  had  less  than  $10 
million  in  assets  on  Sept.  30,  1958.  These  smaller  affiliated  funds  had  turnover  rates  which  were  roughly 
comparable  to  those  of  non-broker-affiliated  funds  of  the  same  size.  Turnover  rates  of  the  largest  broker- 
affiliated  funds  were  lower  than  those  of  the  comparable  industry  group  in  all  6  years.  Wharton  Report  225. 

•26  This  sample  was  taken  from  the  150  funds  which  had  filed  a  Form  N-1R  with  the  Commission  by  Oct. 
25,  1965.  Of  the  150  funds,  41  were  eliminated  because  they  were  exchange  funds,  funds  with  less  than  $1 
million  in  assets  or  funds  which  failed  to  answer  properly  item  1.25  of  Form  N-1R  relating  to  portfolio  turn¬ 
over  rates.  For  a  further  discussion  of  portfolio  turnover  rates  in  terms  of  fund  size,  see  ch.  VI,  pp.  245-255,  infra. 
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neither  exchange  membership  nor  affiliation  with  exchange  members 
diminishes  the  fiduciary  obligation  of  investment  company  managers 
to  seek  the  best  execution — a  fiduciary  obligation  imposed  by  basic 
concepts  of  trust  and  agency  law. 

Analogous  problems  may  arise  when  a  closely  affiliated  broker- 
dealer  acts  for  an  investment  company  in  the  over-the-counter  market. 
Since  investment  companies  normally  do  not  need  a  broker-dealer 
intermediary  for  these  transactions  and  since  over-the-counter  com¬ 
missions  and  markups  are  subject  to  negotiation,  close  affiliation 
between  a  broker-dealer  and  an  investment  company  may  lead  to 
unnecessary  use  of  a  broker-dealer  intermediary  and  to  commissions 
or  markups  higher  than  those  paid  by  investors  who  are  in  an  arm’s- 
length  relationship  with  their  brokers. 

The  Act  deals  with  these  problems  by  placing  some  limitations  on 
the  type  and  amount  of  compensation  that  broker-dealers  may  obtain 
from  executing  portfolio  transactions  for  their  affiliated  companies.127 
In  addition,  and  even  more  important,  are  the  basic  fiduciary  stand¬ 
ards  incorporated  in  the  Act  which  govern  relationships  between  in¬ 
vestment  companies  and  affiliated  broker-dealers. 

The  ever-present  potential  for  abuse  inherent  in  investment 
company-broker  relationships  requires  close  watch.  However,  the 
Commission  at  this  time  does  not  recommend  legislation  precluding  or 
limiting  broker-dealer  affiliations  in  the  investment  company  industry. 
The  Commission’s  conclusion  rests  significantly  upon  its  recommenda¬ 
tion  that  an  express  and  readily  enforceable  statutory  standard  of  rea¬ 
sonableness  be  applicable  to  all  managerial  compensation  received  by 
affiliated  persons  of  investment  companies.  Under  that  standard, 
brokerage  commissions  paid  to  affiliated  broker-dealers  would  be  a 
factor  in  the  consideration  of  the  reasonableness  of  the  total  compensa¬ 
tion  and  benefits  that  investment  company  managers  receive  by  virtue 
of  their  relationships  to  investment  companies.128  If  Congress  accepts 
this  recommendation,  affiliations  between  investment  companies  and 
broker-dealers  should  in  the  future  produce  significant  benefits  to 
investment  companies  and  their  public  shareholders  in  the  form  of 
reduced  management  costs. 


E.  CAPITAL  GAINS  DISTRIBUTIONS 


1 .  Investment  company  practices 

Almost  all  investment  companies  regularly  distribute  all  or  a 
substantial  portion  of  their  realized  long-term  capital  gams  to  their 
shareholders.  Although  most  distribute  them  on  an  annual  basis, 
some  do  so  semiannually  and  others  quarterly.1^1 

Until  1956,  the  distribution  of  realized  capital  gams  was  necessary 
to  obtain  the  benefits  of  the  “flow-through”  treatment  afforded 
investment  companies  under  the  Internal  Revenue  Code.  Since 
that  time  investment  companies  have  been  able  either  to  distribute 
or  retain  such  gains  without  losing  those  benefits  II  the  gains  aie 
distributed,  they  are  taxed  as  capital  gams  to  shareholders  and 


127  Act,  secs.  10(f),  17(a),  and  17(e);  sec  ch.  II  at  p.  71,  supra. 

K*  See  ch.  Ill,  p.  145,  supra.  M-iR’s  filed  by  325  funds  for  1965 disclosed  that  44 
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not  to  the  company.131  If  they  are  retained,  the  company  must  pay 
a  25  percent  capital  gains  tax,132  but  shareholders  can  report  the 
gains  on  their  individual  tax  returns,  take  a  25  percent  tax  credit 
for  the  payments  made  by  the  fund,  and  step  up  the  cost  of  their 
investments  for  tax  purposes  by  75  percent  of  the  realized  gains. 133 
Thus,  the  investment  company  shareholder  is  in  almost  the  same 
position  with  respect  to  his  Federal  income  tax  whether  the  gains 
are  retained  or  distributed.134  Nevertheless,  with  the  exception  of 
certain  exchange  funds  and  some  closed-end  investment  companies, 
investment  companies  generally  distribute  their  net  realized  long¬ 
term  capital  gains. 

The  practice  reflects,  in  part,  management’s  judgment  as  to  the 
adverse  reaction  of  existing  and  potential  shareholders  if  capital  gains 
distributions  were  discontinued.  Although  realized  capital  gains  are 
not  earned  income  or  a  return  on  an  investment  in  the  same  sense  as 
dividends,  investment  company  managers  have  found  that  a  decrease 
in  the  size  of  a  capital  gains  distribution  tends  to  elicit  angry  letters 
from  shareholders  complaining  about  the  “cut  in  the  dividend.” 
Some  of  these  letters  compare  the  fund  unfavorably  with  industrial 
companies  wiiose  dividends  have  not  been  cut.  Such  letters  indicate 
either  that  shareholders  do  not  understand  the  distinction  between 
the  distribution  to  them  of  their  ovm  capital  and  the  distribution  of 
earned  income- on  such  capital  or  that,  if  mindful  of  the  distinction, 
they  desire  to  receive  such  distributions. 

The  shareholders’  attitudes  may  be  mirrored  by  the  dealers  who 
sell  fund  shares.  They  find  it  easier  to  sell  shares  if  a  sizable  amount 
of  capital  gains  is  regularly  distributed  and  add  their  complaints  to 
those  of  the  shareholders  when  the  amount  of  the  capital  gains  dis¬ 
tribution  is  reduced.  Some  fund  managers  have  stated  that  dealers 
frequently  urge  them  to  increase  the  size  of  capital  gains  distributions 
in  order  to  make  the  fund’s  shares  more  attractive  for  sales  purposes. 

The  dealers’  reactions  may  reflect  the  fact  that  income  dividends 
distributed  by  mutual  fimds  in  recent  years  have  tended  to  be  rela¬ 
tively  low  in  relation  to  their  asset  value.  During  the  period,  1956-65, 
the  average  dividend  distribution  for  most  of  the  mutual  fund  sector 
of  the  investment  company  industry  ranged  from  3.63  percent  of 
average  net  asset  value  in  1957  to  2.48  percent  of  average  net  asset 
value  in  1965. 135  This  reflects  high  advisory  fees  paid  by  mutual 
funds  as  well  as  their  tendency  to  concentrate  their  portfolios  in  com¬ 
mon  stocks,  on  which  yields  in  recent  years  have  been  generally  lower 
than  the  interest  rates  paid  on  bonds  or  on  deposits  in  savings  institu¬ 
tions.136  However,  the  size  of  the  funds’  income  dividend  distribu¬ 
tions  tend  to  be  obscured  if  viewed  in  connection  v7ith  their  capital 
gains  distributions,  which  ranged  during  the  period  1956-65  from 
3.47  percent  of  average  net  asset  value  in  1956  to  2.03  percent  of  aver¬ 
age  net  asset  value  in  1963. 

2.  Effect  on  selling  practices  and  port j olio  management 

Frequent  distributions  of  capital  gains  could  facilitate  “selling 
dividends,”  an  improper  selling  practice  which  consists  of  encouraging 

Code,  sec.  852(b)(3)(A). 

132  Code,  sec.  852(b)(3)(A). 

133  Code,  sec.  852(b)  (D)(ii)  and  (iii). 

i33  See  ch.  II,  appendix  pages  80-82,  supra,  for  a  discussion  of  the  tax  consequences  to  investment  com¬ 
pany  shareholders  of  the  companies’  capital  gain  distributions. 

133  Source:  Investment  Company  Institute. 

i3«  Of  course,  savings  deposits  provide  no  opportunity— and  debt  securities  provide  little  opportunity— 
for  capital  gains. 
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a  prospective  investor  to  purchase  fund  shares  after  a  distribution  has 
been  announced  but  before  the  “ex-distribution”  or  record  date.137 

The  investor  is  led  to  believe  that  he  will  benefit  from  the  impending 
distribution.  In  fact  a  purchase  of  mutual  fund  shares  shortly 
before  a  record  date  is  most  likely  to  be  harmful  to  him.  Since  the 
full  amount  of  the  distribution  is  included  in  the  net  asset  value 
which  he  will  pay  for  his  shares,  an  investor  who  purchases  shares 
prior  to  the  record  date  of  the  distribution  will  (1)  lose  the  portion  of 
the  sales  load  he  paid  that  is  attributable  to  the  amount  of  the  dis¬ 
tribution  and  (2)  pay  an  ordinary  income  tax  on  the  regular  income 
portion  of  the  distribution  and  a  capital  gains  tax  on  the  capital 
gains  portion,  even  though  both  of  these  constitute  an  immediate 
partial  refund  to  him  of  the  money  that  he  has  just  invested. 

Emphasis  on  the  realization  of  capital  gains  harms  investment  per¬ 
formance  and  frustrates  attainment  of  investment  objectives.  Ap¬ 
preciated  stock  may  be  sold  in  order  to  realize  capital  gains  even 
though  it  otherwise  would  be  retained,  while  depreciated  stock  may 
be  retained  solely  to  avoid  realizing  a  loss  which  would  reduce  the 
net  capital  gains  available  for  distribution. 

In  one  instance  of  this  sort 138  the  fund’s  prospectus  represented 
that  its  principal  and  primary  objective  was  capital  growth  and  that 
such  an  objective  would  result  in  a  normal  turnover  of  portfolio 
securities.  The- Commission  found,  however,  that  the  fund’s  primary 
objective  was  to  provide  cash  flow  to  its  stockholders  at  a  high  and 
uniform  rate  in  the  form  of  quarterly  distributions  made  up  principally 
of  capital  gains.139  To  accomplish  this  objective,  the  fund: 

*  *  *  followed  the  practice  of  selling  securities  for  the 
primary  purpose  of  realizing  a  uniform  and  predetermined 
amount  to  be  distributed  as  capital  gains  and  without  con¬ 
sideration  of  whether  the  growth  potential  of  a  given 
investment  had  been  fully  achieved  *  *  *.140 


The  Commission  also  found  that  the  management  of  the  fund  had 
chosen  to  realize  gains  in  order  to  distribute  them  “without  consider¬ 
ing  whether  proper  management  of  the  portfolio  would  have  required 
the  sale  of  securities  in  which  net  unrealized  depreciation  existed 
which  would  have  reduced  the  gains  available  for  distribution 
The  policy  followed  by  the  fund  resulted  in  a  high  rate  of  portfolio 
turnover.  The  Commission  concluded  that  the  fund  managers  had 
adopted  this  policy  to  promote  fund  share  sales,  thereby  increasing 

their  sales  commissions  and  advisory  fees.143  ,  ,  A 

Another  case  uncovered  by  the  Commission  s  staff  involved  a  fund 
whose  prospectus  described  its  objectives  as  “reasonable  income  and 
“long-term  capital  growth.”  However,  new  management  had  adopted 
a  policy  of  realizing  enough  capital  gains  to  bring  quarterly  fund  dis¬ 
tributions  of  income  and  capital  gams  up  to  an  effective  level  of  approx¬ 
imately  6  percent  of  the  fund’s  offering  price.  That  policy  was  not 

137  Shareholders  of  record  on  that  d: “te  re“i're  the  distributions. 

138  Managed  Funds,  Inc., ,39  S.B.O.  616  uuowj.  .  ,  12  eaual  auarterly  distributions  of  capital 

saw  ssassf  f 1 »  a  » »i  - — - 

the  amounts  distributed  on  the  other ‘h™  classes 38 S.E.C  3a  authorlzed  during  the  year  which 

pressure  to  soil  additional  secunt.es  in  an 

attfmPt  to  the  XCaE/l^  reacquired  immediately  thereafter  at  some- 

wL  hi.her  prfc  J'than  those  It  which  they  had  been  sold. 

14239  S.E.C.  at  323. 


IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH  193 

disclosed  in  the  prospectus,  but  it  was  set  forth  in  an  internal  memo¬ 
randum  which  stated  that  the  “fund’s  objective  is  to  pay  out  6  per¬ 
cent:  3  percent  income  and  3  percent  capital  gains.”  Other  internal 
memoranda  showed  the  effect  of  this  policy  on  the  fund’s  investment 
decisions:  143 

Memorandum  dated  July  30,  1958:  “Yesterday  he  (an 
official  of  the  fund’s  manager)  called  me  to  say  that  the  com¬ 
mittee  had  become  very  apprehensive  about  the  level  of  the 
stock  market  and  accordingly  had  decided  to  establish 
enough  profits  to  meet  their  capital  gains  distribution  re¬ 
quirements  for  the  remainder  of  the  year  *  * 

Memorandum  dated  January  27,  1959:  “Capital  gains  for 
1959 — may  be  established  as  needed.  Sell  holdings  which 
will  not  be  added  to  and  sell  and  repurchase  holdings  which 
continue  to  be  attractive  *  * 

The  minutes  of  a  meeting  of  the  executive  committee  for  the  fund 
held  on  November  24,  1958,  contained  the  following  statement: 

It  was  the  consensus  of  opinion  that,  due  to  the  increasing 
volume  of  institutional  and  public  buying  of  equities  and 
the  increasing  scarcity  of  stock  available  for  purchase,  ex¬ 
pectable  yields  will  tend  to  diminish,  thus  requiring  larger 
capital  gains  distributions  in  the  future  if  we  are  to  maintain 
an  overall  payout  of  6  percent  on  per  share  offering  price. 

A  representative  of  the  investment  counseling  firm  which  acted  as  a 
subadviser  to  the  fund  testified  during  an  investigation  that  an  official 
of  the  adviser  told  him  that  the  fund  “should  have  capital  gains 
distributions  of  approximately  3  percent  per  annum.”  The  employee 
also  testified  as  follows: 

Q.  Did  Mr. - say  to  you  that  he  intended  to  recom¬ 

mend  the  sale  of  securities  only  to  realize  capital  gains 
without  relation  to  the  principles  of  prudent  investing? 

A.  He  didn’t  put  it  in  those  words. 

Q.  Did  he  say  that  he  intended  to  sell  securities  just  to 
realize  capital  gains  for  the  sake  of  distribution? 

A.  That  was  the  intent.144 

3.  The  adequacy  of  existing  regulation 

Concern  over  the  effects  of  capital  gains  distributions  on  fund 
selling  practices  and  portfolio  management  has  led  the  Commission, 
State  securities  administrators  and  industry  organizations  to  take 
certain  steps  to  mitigate  abuses.  For  example,  the  Commission  re¬ 
quired  that  investment  company  prospectuses  and  dividend  notices 
make  clear  the  distinction  between  capital  gains  distributions  and 
dividends.145  Moreover,  the  Commission’s  statement  of  policy  with 

H3  The  memoranda  from  which  these  quotations  are  taken  were  drafted  before  publication  of  the  Man¬ 
aged  Funds  decision.  After  that  decision  no  further  memoranda  on  the  subject  were  prepared. 

This  situation  was  remedied  through  private  administrative  proceedings, 
m  This  represents  an  effort  to  implement  the  policy  expressed  in  sec.  19  of  the  Act,  which  provides  that: 
“It  shall  be  unlawful  for  any  registered  investment  company  to  pay  any  dividend,  or  to  make  any  distri¬ 
bution  in  the  nature  of  a  dividend  payment,  wholly  or  partly  from  any  source  other  than— 

“(1)  such  company’s  accumulated  undistributed  net  income,  determined  in  accordance  with  good 
accounting  practice  and  not  including  profits  or  losses  realized  upon  the  sale  of  securities  or  other  properties;  or 
“(2)  such  company’s  net  income  so  determined  for  the  current  or  preceding  fiscal  year; 
unless  such  payment  is  accompanied  by  a  written  statement  which  adequately  discloses  the  source  or  sources 
of  such  payment.  The  Commission  may  prescribe  the  form  of  such  statement  by  rules  and  regulations  in 
the  public  interest  and  for  the  protection  of  investors.”  [Emphasis  added.] 

See  also  rule  19-1  under  the  Investment  Company  Act  (17  C.F.R.  sec.  270.19-1). 
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respect  to  investment  company  advertising  and  sales  literature,  de¬ 
veloped  in  conjunction  with  the  NASD,  states  that  it  is  “materially 
misleading  *  *  *  to  combine  into  any  one  amount  distributions 
from  net  investment  income  and  from  any  other  source.”  The  state¬ 
ment  of  policy  also  requires  that  its  members  present  capital  gains 
distributions  separately  from  ordinary  dividend  distributions  and 
avoid  any  implication  that  capital  gains  distributions  represent  part 
of  a  regular  return  on  an  investment  in  investment  company  shares.146 

NASA  also  has  sought  to  deal  with  the  problems  posed  by  capital 
gains  distribution  practices.  In  1952  it  adopted  resolutions  which 
(1)  oppose  any  announcement  by  an  investment  company  of  a  declara¬ 
tion  of,  or  an  intent  to  declare,  an  income  or  capital  gains  distribution 
more  than  15  days  prior  to  the  ex-distribution  date,  (2)  require  that 
the  ex-distribution  date  for  the  final  distribution  for  the  fiscal  year 
shall  not  be  prior  to  the  15th  day  of  the  month  preceding  the  last 
month  of  the  fiscal  year,  and  (3)  place  limitations  on  the  descriptions 
and  advertising  that  can  be  used  with  respect  to  accumulated  un¬ 
distributed  income  and  distributed  and  undistributed  capital  gains. 
These  resolutions,  however,  are  not  binding  on  members. 

Although  these  regulatory  controls  have  discouraged  the  practice 
of  “selling  the  dividend,”  investment  company  managers  are  still 
subject  to  pressures  to  maintain  regular  and  significant  capital  gains 
distributions.  Despite  emphasis  on  adequate  disclosure,  some  share¬ 
holders  apparently  do  not  appreciate  the  disadvantages  of  receiving- 
such  distributions  on  a  regular  basis — the  untimely  or  unnecessary 
payment  of  capital  gains  taxes,  the  payment  of  a  sales  load  on  a  part 
of  their  investment  which  shortly  thereafter  is  returned  to  them,  and 
the  possible  adverse  effects  on  portfolio  management  of  undue  stress 
on  the  regular  realization  of  capital  gains.147 

Of  course,  one  way  to  insulate  the  funds  from  the  pressure  to  realize 
capital  gains  for  distributions  and  to  prevent  the  sale  of  fund  shares 
on  the  basis  of  capital  gains  distributions  would  be  to  prohibit  the 
distribution  of  long-term  capital  gains.  However,  if  this  were  done, 
the  substantial  number  of  investors  who  do  not  take  their  capital 
gains  distributions  in  fund  shares  would  lose  what  they  may  have 
come  to  rely  upon  as  a  significant  source  of  cash  or  would  be  put  to 
the  inconvenience  of  redeeming  some  of  their  shares. 

The  Commission  does  not  believe  that  investment  companies  should 
be  required  to  terminate  capital  gains  distributions  irrespective  of 
their  shareholders’  wishes.  However,  in  the  Commission’s  view,  there 
is  no  justification  for  distributing  capital  gams  more  often  than  once  a 
vear  Such  a  limitation  has  been  endorsed  by  the  Investment  Com¬ 
pany  Institute.  Among  other  things,  its  “Guide  to  Business  Stand¬ 
ards”  specifically  states  that  distributions  of  capital  gams  other  than 
at  fiscal  year  ends  or  soon  thereafter  could  imply  that  capital  gams 
distributions  are  part  of  regular  dividends  from  investment  income. 
However,  not  all  mutual  funds  belong  to  the  Institute,  noi  i^  its 
Guide  binding  on  its  members.  The  Commission,  therefore,  recom¬ 
mends  that  this  limitation  be  extended  to  all  investment  companies 
bv  an  amendment  to  the  Act.  The  incorporation  into  the  statute  of 

Th^armToTnvit’o^  olArgy  sal-of  se^nties  m  response  to  these  r™ls  com- 
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this  prohibition  would  relieve  managers  from  pressure  to  realize  such 
gains  on  a  frequent  and  regular  basis,  mitigate  improper  sales  practices 
related  to  the  distribution  of  such  gains,  and  eliminate  the  adminis¬ 
trative  expenses  attending  quarterly  or  semi-annual  capital  gains 
distributions. 

F.  INSIDER  TRANSACTIONS  INVOLVING  INVESTMENT  COMPANY  PORT¬ 
FOLIO  SECURITIES 

1 .  The  'problem  of  insider  trading 

Purchases  and  sales  of  securities  by  persons  associated  with  invest¬ 
ment  companies  on  the  basis  of  their  knowledge  of  the  company’s 
projected  portfolio  transactions  are  a  recognized  area  of  concern  in  the 
investment  company  industry.148  An  investment  company’s  acquisi¬ 
tion  or  disposition  of  a  large  position  in  a  particular  security  over  a 
relatively  short  period  of  time  tends  to  have  an  impact  upon  the 
market  in  that  security.  Consequently,  persons  having  prior  knowl¬ 
edge  of  such  a  transaction  are  in  a  position  to  profit  by  acting  in 
advance  of  the  company.  While  the  extent  to  which  such  insider 
transactions  may  adversely  affect  the  price  to  the  company  depends 
upon  a  number  of  factors,  the  possibility  of  interference  with  and 
harm  to  the  company  is  present.  An  investment  company  may  also 
be  harmed  if  an  insider  induces  the  company  to  purchase  or  hold 
portfolio  securities  in  order  to  protect  or  strengthen  his  own  invest¬ 
ment  in  these  securities.149 

Whether  or  not  an  insider’s  purchase  or  sale  of  a  security  on  the 
basis  of  inside  information  as  to  his  company’s  investment  program 
actually  harms  the  company,  such  a  transaction  creates  an  “ever 
present  danger  of  a  conflict  of  interests.”150  The  conflict  is  analogous 
to  that  involved  if  an  investment  adviser  who  buys  or  sells  a  security 
for  his  own  account  thereafter  recommends  to  his  investment  advisory 
clients  a  course  of  action  with  respect  to  that  security  from  which  he 
personally  profits.  The  Supreme  Court  has  held  that  such  conduct 
by  an  investment  adviser  is  fraudulent  even  without  proof  of  an  intent 
to  harm  or  of  actual  harm  to  his  clients.  151 

The  Special  Study’s  survey  of  securities  transactions  b}"  persons  and 
companies  affiliated  with  a  mutual  fund  or  a  mutual  fund  advisory 
organization  produced  evidence  that  as  many  as  14.4  percent  of  all 
such  persons  and  companies  included  in  the  survey  had  traded  in 
portfolio  securities  of  the  fund  with  which  they  were  associated  during 
the  same  period  as  the  fund.  Eight  percent  had  traded  within  15  days 
prior  to  the  fund’s  trading.  Trading  following  transactions  of  the 
investment  company  was  reported  by  20.7  percent  of  all  persons  and 
companies  surveyed.152 

148  See  Special  Study,  pt.  4,  255. 

149  See  S.E.C.  v.  Midwest  Technical  Development  Corporation,  CCH  Fed.  Sec.  L.  Rep.  1 91,252  (U.S.D.C. 
Minn.  4th  Div.,  1963). 

180  S.E.C.  v.  Midwest  Technical  Development  Corporation,  supra,  CCH  Fed.  Sec.  L.  Rep.  at  H94, 146;  see 
also  Special  Study,  pt.  4.  p.  237. 

181  S.E.C.  v.  Capital  Gains  Research  Bureau,  375  U.S.  180  (1963).  Cf.  S.E.C.  v.  Texas  Gulf  Sulphur  Com¬ 
pany,  — F.  Supp. —  (S.D.N.Y.,  No.  65  Civ.  1182,  August  19, 1966)  and  Cady  Roberts  &  Co.,  Inc.,  40  S.E.C. 
907  (1961). 

182  Special  Study,  pt.  4,  p.  241. 
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2.  Industry  codes  and  guidelines 
(a)  Types 

The  Special  Study  found  insider  trading  in  investment  company 
portfolio  securities  to  be  widespread  despite  industry  awareness  of  the 
ethical  problems  raised  by  this  practice.153  Many  funds  and  their 
investment  advisers  had  policies,  written  or  unwritten,  aimed  at  these 
problems.154  However,  both  the  policies  themselves  and  the  manner 
in  which  they  were  enforced  varied  widely.  Only  10  of  the  38  policies 
reviewed  had  procedures  established  to  implement  them  and  only  16 
were  found  to  be  well  articulated.  The  Special  Study  stated  that 
“the  vagueness  of  some  of  these  policies  and  the  variety  of  others  *  *  * 
suggest  considerable  disagreement  in  the  industry  as  to  the  nature 
and  extent  of  obligations  in  the  area.”  155 

The  Special  Study  also  noted  that  in  January  1962  the  Investment 
Company  Institute  adopted  a  Guide  to  Business  Standards  which, 
among  other  things,  exhorted  all  officers,  directors  and  employees  of 
member  investment  companies  and  their  advisers  with  knowledge  of 
an  investment  decision  by  the  company  to  refrain  from  taking  any 
action  “inconsistent  with  such  person’s  obligations  to  the  investment 
company.”  156  The  Special  Study  considered  this  policy  vague  and 
pointed  out  that  the  Investment  Company  Institute  had  no  power  to 
enforce  its  Guide.157 

The  Special  Study  concluded  that  all  companies,  their  investment 
advisers  and  principal  underwriters  should  have  written  policies,  as 
concrete  and  specific  as  possible,  prohibiting  their  officers,  directors, 
employees,  partners,  and  certain  stockholders  from  engaging  in  insider 
trading  both  while  the  company  was  actually  buying  or  selling  and  for 
a  period  preceding  and  following  such  a  program  by  the  company. 
The  Special  Study  excluded  from  its  recommendation  unaffiliated 
directors  without  knowledge  of  company  action  or  intentions.  On 
the  other  hand,  it  concluded  that  any  person  who  had  recommended 
the  purchase  or  sale  of  a  security  by  a  company  should  be  required  to 
delay  any  transaction  on  his  own  part  until  the  company  had  followed 
the  recommendation  or  had  rejected  it.158  In  addition,  the  Special 
Study  recommended  that  every  person  covered  by  a  company  policy 
as  to  insider  trading  should  be  required  to  report  to  the  company  ins 
transactions  in  portfolio  securities  and  that  violations  of  the  company  s 
policy  should  be  subject  to  appropriate  sanctions  and  reported  to  tne 
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157  Special  Study,  pt.  4,  p.  251. 

158  Special  Study,  pt.  4,  pp.  253-254. 
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i5fl  Special  Study,  pt.  4,  p.  25o. 
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by  some  255  investment  companies  (182  open-end  and  73  closed-end 
companies).160  Out  of  the  255  companies  surveyed,  only  74,  29 
percent,  indicated  that  they  had  adopted  a  formal  written  code  or 
policy  with  respect  to  trading  in  portfolio  securities  by  their  officers, 
directors,  employees,  and  advisory  board  members.161  One  hundred 
and  six  companies,  41  percent,  faded  to  indicate  the  adoption  of  any 
code  or  policy  of  any  kind  on  these  matters.  The  remaining  75 
companies,  30  percent,  had  either  adopted  an  informal,  unwritten 
code  or  policy  or  stated  that  they  adhered  to  the  one  set  forth  in  the 
ICI  Guide  to  Business  Standards. 

The  255  divestment  companies  were  managed  by  192  separate 
investment  advisory  organizations.  Eighty-four  of  these  advisory 
organizations,  44  percent,  had  adopted  codes  or  policies  regarding 
insider  trading  in  investment  company  securities.  No  policy  of  any 
kind  was  indicated  for  44  of  the  192  investment  advisers — 23  percent. 
The  remaining  64  advisers,  33  percent,  had  either  adopted  informal, 
unwritten  policies  or  stated  that  they  had  adopted  the  policy  set  forth 
in  the  ICI  Guide  for  tiled’  officers,  directors,  and  employees. 

As  was  the  case  at  the  time  of  the  Special  Study,  the  provisions 
of  the  codes  and  policies  reported  in  the  Form  N-lR  vary  widely. 
For  example,  one  code  of  ethics  prohibits  officers,  directors,  and  em¬ 
ployees  of  both  the  mutual  fund  and  its  investment  adviser  from  con¬ 
ducting  transactions  for  themselves  or  members  of  their  families  until 
2  weeks  after  the  security  has  appeared  on  the  fund’s  buy  or  sell  list. 
These  people  are  also  prohibited  from  making  any  purchase  or  sale 
of  a  security  in  anticipation  of  its  being  approved  for  purchase  or  sale 
by  the  fund  and  from  accepting  any  favors  from  a  broker  which  might 
put  them  or  the  firm  under  obligation  to  the  broker.162 

Another  fund’s  investment  adviser  requires,  pursuant  to  a  written 
code,  that  all  its  officers  and  employees  and  members  of  their  im¬ 
mediate  families  purchase  and  sell  securities  solely  through  an  affili¬ 
ated  broker.  Investment  officers  working  on  a  security  on  behalf  of 
the  fund  must  defer  their  personal  transactions  until  the  fund  has 
decided  to  take  no  action  or  has  completed  its  own  program.  How¬ 
ever,  research  personnel  working  on  a  particular  security  may  buy 
or  sell  that  security  so  long  as  the  fund  is  not  currently  engaged  in  a 
buy  or  sell  program  in  that  security,  but  they  must  receive  approval 
from  a  senior  officer  of  both  the  fund  and  the  investment  adviser 
before  buying  or  selling  any  security.  In  contrast,  a  policy  contained 
in  another  fund’s  articles  of  incorporation  restricts  the  fund  from 
acquiring  or  holding  securities  of  which  the  fund’s  officers,  directors, 
or  employees  hold  a  “material”  amount.  The  fund’s  investment 
adviser  has  no  written  or  informal  policy  on  trading  in  securities. 

Many  of  the  formal  and  informal  codes  and  policies  adopted  by 
investment  companies  and  their  advisers  appeared  too  weak,  too 

no  Item  1.33(a)  of  Form  N-lR  requires  the  company  to  state  whether  it  has  a  code  of  ethics  or  other  policy, 
written  or  informal,  with  respect  to  trading  insecurities  (other  than  securities  of  the  company)  by  its  officers, 
directors,  or  employees,  or  members  of  any  advisory  board  or  advisory  committee  of  the  company.  This 
item  also  inquires  as  to  the  procedures  employed  to  make  known  such  code  or  policy  to  the  individuals 
concerned  and  whether  the  company  undertakes  to  implement  such  code  or  policy  (without  disclosing  the 
specific  methods  employed).  A  copy  of  any  such  written  code  or  policy  is  required  to  be  filed  with  the 
report  or  incorporated  by  reference  to  the  last  annual  report  if  the  policy  has  not  changed.  Item  1.33(b) 
calls  for  similar  information  with  respect  to  the  company’s  investment  adviser. 

isi  Twenty-six  of  these  companies  stated  that  they  were  subject  to  the  written  code  of  their  investment 
adviser,  and  one  stated  it  was  subject  to  its  adviser’s  informal  code. 

In  the  fund  referred  to,  short  selling  and  dealing  in  options  and  commodities  are  prohibited,  and  the 
personnel  are  urged  not  to  purchase  securities  on  margin.  They  are  also  prohibited  from  purchasing  any 
new  issue  of  common  stocks  or  convertible  securities  until  5  business  days  after  the  public  offering  and  then 
they  may  purchase  them  only  at  the  prevailing  market  price. 
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vague  or  otherwise  inadequate  to  furnish  sufficient  guidance  with 
respect  to  insider  transactions  in  investment  company  portfolio 
securities.  Out  of  229  codes  and  policies,163  the  staff  considered  at 
least  43  wholly  inadequate  for  this  purpose.  One  internally  managed 
fund  stated  that  it  has  no  written  code  but  that  its  officers,  directors, 
and  employees  generally  understand  that  they  are  not  to  take  per¬ 
sonal  advantage  of  any  information  they  may  have  concerning  the 
fund’s  current  investment  decisions  or  programs.  Another  fund 
without  a  written  policy  stated  that  transactions  by  personnel  of 
the  principal  underwriter  in  the  securities  owned  by  the  fund  at  the 
time  the  fund  is  making  such  transactions  “are  not  looked  on  with 
favor.”  It  further  stated  that  it  is  the  policy  of  the  fund’s  invest¬ 
ment  adviser  to  have  any  member  of  the  adviser’s  investment  com¬ 
mittee  disclose  fully  any  interest  he  may  have  in  a  security  under 
consideration  so  that  his  transactions  should  not  coincide  wdth 
transactions  of  the  fund. 


(6)  Implementation 

The  responses  to  the  Form  N-lR  indicated  that  in  addition  to  the 
substantial  number  of  companies  and  advisers  that  lack  written  codes 
or  policies  with  respect  to  insider  trading  in  portfolio  securities,  only 
about  48  percent  of  the  investment  companies  and  about  56  percent 
of  the  investment  advisers  which  have  such  codes  or  policies  have 
adopted  procedures  for  implementing  them.  The  more  informal  the 
code  or  policy  the  more  likely  it  was  that  procedures  to  implement  it 
had  not  been  adopted.164 

Where  implementing  procedures  had  been  adopted  with  respect  to 
insider  trading,  they  varied  considerably.  They  either  required 
(1)  that  any  securities  transactions  by  an  individual  covered  by  the 
code  or  policy  for  his  personal  account  have  prior  approval  of  an  appro¬ 
priate  officer  of  the  registrant  or  the  investment  adviser;  (2)  that 
individuals  covered  by  the  code  or  policy  submit  annual,  semiannual, 
or  quarterly  reports  listing  all  securities  held  in  their  personal  accounts; 
or  (3)  that  individuals  covered  by  the  code  or  policy  sign  a  statement— 
annually,  semiannually,  or  quarterly — that  they  have  not  violated 
that  code  or  policy.165 


Excludes  companies  and  advisers  which  indicated  that  they  followed  the  policy  set  forth  m  the  Invest¬ 
ment  Company  Institute  Guide.  The  standards  are  essentially  subjective  and  do  not  indicate  the  kind  of 
conduct  deemed  inconsistent  with  an  insider’s  obligation  to  an  investment  company.  The  Guide  leaves 
it  to  the  individual  officer,  director  or  employee  to  determine  when  and  under  what  circumstances  he  and 

“^Thenumbenid  percentage  oltttaent^mpLnies  and  advisers  which  indicated  the  existence  of 
implementation  procedures  are  shown  below,  on  the  basis  of  the  type  of  code  or  policy  adopted. 


Investment  companies  « 

Investment  advisers 

Type  of  code  or  policy 

N  umber 

Implementation 

procedures 

Number 

Implementation 

procedures 

Number 

Percent 

Number 

Percent 

74 

49 

60 

84 

58 

69 

38 

13 

34 

33 

31 

16 

9 

XC'J  flnirlp  . — 

37 

10 

27 

— 

•  Includes  those  subject  to  codes  or  policies  of  their  advisers. 

.  c  n„tori  at  n  197  sunra  certain  funds  and  investment  advisers  with  affiliated  brokers  require  that  all 

w  As  noted  at  p.  197  supra,  cc  families  conduct  all  securities  transactions  through  the  affiliated 

officers,  employees  and  mem  hers  o  it,  tiei  r  a,  ,  chcck  on  a)1  trading  by  the  individuals  concerned. 
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Of  course,  the  failure  to  adopt  procedures  for  implementing  codes 
or  policies  on  insider  trading  or  to  fix  responsibility  for  such  imple¬ 
mentation  seriously  impairs  the  value  of  even  the  most  carefully 
drafted  code.  For  example,  an  inspection  of  one  large  complex 
conducted  by  members  of  the  Commission’s  staff  disclosed  that, 
despite  a  policy  that  affiliated  persons  should  acquire  securities  for 
investment  only,  the  senior  officer  responsible  for  directing  portfolio 
transactions  had  maintained  two  active  personal  trading  accounts  as 
well  as  four  less  active  investment  accounts.  The  investment  com¬ 
pany  was  presumably  unaware  of  this  violation  of  its  policy  because 
it  had  no  procedures  for  implementing  it.  A  routine  inspection  of 
another  investment  company  complex  revealed  that  reports  of 
securities  transactions  by  insiders  had  not  been  reviewed  by  anyone 
in  a  position  of  authority. 

3.  Conclusions  and  recommendations 

The  development  of  adequate  restraints  on  trading  in  portfolio 
securities  by  officers,  directors,  and  employees  of  investment  com¬ 
panies  and  of  their  investment  advisers  is  an  unresolved  problem 
in  the  investment  company  industry.  While  persons  affiliated  with 
investment  companies  cannot  be  expected  to  refrain  from  engaging  in 
securities  transactions  for  their  personal  accounts,  the  shareholders 
they  serve  also  are  entitled  to  assurance  that  such  transactions  will 
not  conflict  with  the  investment  programs  of  their  companies.  The 
absence  of  effective  codes  of  ethics  and  policies  with  respect  to  insider 
trading  in  investment  company  portfolio  securities  and  of  procedures 
for  implementing  those  codes  or  policies  deprives  public  shareholders 
of  that  assurance. 

During  the  course  of  preparation  of  Form  N-lR,  the  Commission 
suggested  to  the  Investment  Company  Institute  that  its  members 
draft  a  written  code  of  ethics  covering  insider  trading  in  investment 
company  portfolio  securities.  Although  an  institute  committee  ex¬ 
plored  the  matter  extensively,  it  was  unable  to  agree  upon  a  detailed 
code  which  it  believed  would  be  appropriate  for  the  varying  sizes  and 
structures  and  methods  of  operation  of  its  members.  Instead,  the 
committee  proposed  a  revision  of  the  Institute’s  Guide  to  Business 
Standards  for  submission  to  its  members  for  their  consideration  and 
adoption.166  While  the  proposed  revision  of  the  Institute’s  Guide 
expressly  recommends  the  adoption  by  individual  managements  of 
written  codes  and  implementation  procedures,  it  does  not  set  forth 
guidelines.  Moreover,  the  institute  has  no  enforcement  powers,  and 
its  membership  includes  neither  the  closed-end  sector  nor  all  of  the 
mutual  fund  sector  of  the  investment  company  industry.  Hence 
there  is  no  assurance  that  any  code  or  policy  it  might  recommend 
will  be  adopted  and  uniformly  adhered  to  throughout  the  industry. 

The  Commission  recognizes  that  the  development  of  adequate 
restraints  on  insider  trading  in  investment  company  portfolio  securi¬ 
ties  is  a  complex  undertaking.  Nevertheless,  it  believes  that  ade- 

i«6  The  proposed  revision  would  read  as  follows: 

“1.  Private  dealings: 

“Officers,  directors,  employees,  trustees  and  partners  of  member  investment  companies  or  their  adviser 
should  not  knowingly  engage  in  securities  transactions  in  a  manner  inconsistent  with  such  persons’  obliga¬ 
tions  to  such  member  investment  companies  or  designed  to  profit  by  the  market  effect  of  such  member- 
companies’  securities  transactions.  Management  should  formulate  a  written  code  to  carry  out  these  princi¬ 
ples  in  the  light  of  each  respective  company's  manner  of  operation,  should  take  adequate  steps  to  insure  that 
such  code  is  made  known  to  the  personnel  affected,  and  should  provide  appropriate  measures  to  satisfy 
itself  that  the  code  is  being  complied  with.” 
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quate  standards  and  effective  procedures  for  implementation  can  and 
should  be  developed.  However,  at  present  there  appears  little 
likelihood  of  agreement  within  the  industry  sufficient  for  attainment 
of  this  objective. 

The  Commission  has  authority  under  the  broad  antifraud  provisions 
of  the  Exchange  Act  and  the  Investment  Advisers  Act  to  adopt  rules 
against  insider  trading  abuses  by  persons  affiliated  with  investment 
companies.167  Should  industry  consensus  with  respect  to  the  develop¬ 
ment  of  adequate  codes  of  ethics  governing  insider  trading  prove  to 
be  unattainable  or  their  implementation  prove  to  be  inadequate, 
Commission  action  will  be  necessary. 

The  Commission  believes,  however,  that  it  would  be  preferable  to 
deal  with  problems  of  insider  trading  in  investment  company  portfolio 
securities  in  a  more  flexible  manner  than  may  be  possible  under 
provisions  of  the  Exchange  and  Investment  Advisers  Acts  or  the 
existing  provisions  of  the  Investment  Company  Act.  For  example,  it 
may  be  argued  by  some  that  the  Commission  does  not  have  authority 
under  those  provisions  to  require  that  companies  adopt  their  own 
codes  of  ethics  meeting  specified  minimum  standards,  even  though 
this  is  feasible  and  may  be  an  adequate  way  of  dealing  with  this 
problem.  To  avoid  any  possible  uncertainty  the  Commission  recom¬ 
mends  that  the  Investment  Company  Act  be  amended  specifically  to 
empower  the  Commission  to  adopt  rules  and  regulations  for  the 
protection  of  investors  in  connection  with  insider  trading  in  portfolio 
securities  by  persons  affiliated  with  investment  companies.  The 
adoption  of  such  an  amendment  would  give  the  Commission  adequate 
power  to  deal  with  problems  of  insider  trading  in  investment  company 
portfolio  securities  and  would  represent  a  Congressional  reaffirmation 
of  the  need  for  effective  action  in  this  area. 


1C7  Exchange  Act,  secs.  10(b)  and  15(c);  Advisers  Act,  sec.  206. 


CHAPTER  V 

DISTRIBUTION  AND  ITS  COST 


A.  INTRODUCTION 

The  mutual  fund  sector  of  the  investment  company  industry  makes 
a  continuous  and  a  strenuous  effort  to  attract  new  shareholders  and 
to  induce  existing  shareholders  to  acquire  new  shares.  This  vigorous 
sales  effort  pervades  almost  every  aspect  of  the  mutual  fund  business 
and  is  one  of  its  most  striking  characteristics.  The  industry’s  emphasis 
on  sales  reflects  a  structure  that  stimulates  and  rewards  sales  effort. 
Under  that  structure  the  greater  the  sales,  and  hence  the  larger  the 
fund  or  fund  complex,  the  greater  the  compensation  of  its  managers.1 

Sales  effort  is  paid  for  in  a  number  of  ways.  The  primary  means 
is  the  “sales  load” — the  direct  selling  charge  that  most  mutual  fund 
investors  pay  when  they  buy  their  shares.2  These  charges,  which 
totaled  about  $260  million  in  1965, 3  are  sufficient  in  themselves  to 
finance  a  substantial  sales  effort.  Moreover,  since  the  managers  of 
most  funds  are  usually  either  identical  to  or  closely  affiliated  with  the 
principal  underwriters  which  have  exclusive  rights  to  distribute  fund 
shares,  profits  from  advisory  fees,  and  in  some  cases  from  brokerage 
commissions,  can  be — and  often  are — used  to  subsidize  sales  efforts 
in  the  hope  of  increasing  managerial  income  over  the  long  run. 

The  fund’s  own  resources  also  are  used  to  promote  sales.  Many 
funds  bear  as  part  of  their  operating  expenses  all  or  part  of  the  cost 
of  preparing  prospectuses  and  sales-oriented  shareholder  reports  as 
well  as  certain  other  sales-related  expenses.  Most  important,  as 
chapter  IV  explains,  a  substantial  portion  of  the  money  that  the  funds 
spend  for  “brokerage”  is  used  to  supply  added  cash  compensation  to 
dealers  who  sell  fund  shares. 

This  chapter  discusses  the  more  important  aspects  of  mutual  fund 
sales  charges  and  evaluates  their  fairness.  Section  B  examines  the 
relationship  between  the  sale  of  new  shares  and  the  growth  of  the 
mutual  fund  industry.  Section  C  discusses  the  prevailing  levels  of 
sales  loads,  allocation  of  the  loads  among  those  who  sell  fund  shares, 
and  the  effect  of  competitive  pressures  on  the  loads  and  their  alloca¬ 
tion.  Section  D  compares  the  cost  of  investing  in  fund  shares  with 
the  cost  of  investing  in  other  types  of  securities,  while  section  E  deals 
with  sales  loads  on  the  investment  of  income  dividends  distributed 
to  fund  shareholders. 

Section  F  discusses  statutory  controls  over  sales  loads,  including  the 
existence  of  the  retail  price  maintenance  provisions  of  the  Act,  and 
presents  the  Commission’s  conclusions  and  recommendations  concern¬ 
ing  the  consequences  of  and  the  need  for  changes  in  these  controls. 


1  See  pp.  121-125,  supra. 

2  See  note  123  on  p.  52,  supra. 

3  Source:  Investment  Company  Institute. 
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Finally,  section  G  discusses  the  important  public  policy  issues  posed 
by  the  imposition  of  front-end  loads  in  connection  with  the  sale  of 
plans  for  the  acquisition  of  fund  shares  and  of  face-amount  certificates 
on  an  installment  basis  and  presents  the  Commission’s  recommenda¬ 
tions  on  these  issues. 


B.  MUTUAL  FUND  GROWTH  AND  SALES  OF  FUND  SHARES 


Mutual  funds  have  three  sources  of  potential  growth — (1)  income 
from  their  portfolio  investments;  (2)  appreciation  in  the  value  of 
their  portfolio  investments;  and  (3)  capital  inflow  from  the  issuance 
of  new  fund  shares.  Since  most  mutual  funds  distribute  virtually 
all  of  their  investment  income  and  realized  capital  gains  to  their 
shareholders,  capital  inflow  has  been  by  far  the  most  important 
source  of  growth.  Such  capital  inflow  comes  from  (a)  the  sale  of  new 
shares;  and  (6)  the  purchase  of  additional  shares  by  existing  share¬ 
holders  with  their  dividend  income  and  capital  gains  distributions. 

Since  the  Act  requires  that  all  mutual  funds  stand  ready  to  redeem 
their  shares  at  their  approximate  net  asset  value,4  and  since  virtu¬ 
ally  all  funds  regularly  receive  requests  for  redemptions  from  their 
existing  shareholders,  some  capital  inflow  usually  is  necessary  if  the 
funds  are  to  maintain  their  existing  size.  The  industry’s  emphasis 
on  sales  has  been  viewed  as  a  byproduct  of  redeemability.  This 
position  was  expressed  by  one  industry  executive  who  recently  stated: 

The  inexorable  law  of  this  business  is  that  when  assets 
rise,  redemptions  rise  proportionately  so  the  more  you  suc¬ 
ceed,  the  harder  you  have  to  sell,  just  to  keep  your  place 
on  the  treadmill.5 

But  sales  of  new  fund  shares  have  enabled  the  fund  business  to  do 
more  than  just  keep  its  “place  on  the  treadmill.”  Such  sales  account 
for  most  of  the  increase  in  mutual  fund  assets  since  1940. 

Most  sales  of  fund  shares  have  been  made  since  1955— the  first  year 
in  which  the  value  of  new  shares  issued  exceeded  $1  billion.  Table 
V— 1  shows  the  relationship  between  the  net  assets  of  the  members  of 
the  Investment  Company  Institute  (“ICI”)  6  and  the  value  of  all 
shares  issued  and  redeemed  by  them  for  the  period  1955  through 
1965.  These  include  shares  issued  as  a  result  of  sales  and  as  a  result 
of  investments  of  dividend  income  and  reinvestments  of  capital  gains 
distributions.  At  the  end  of  1955  the  total  assets  of  those  funds 
amounted  to  $7.8  billion.  By  the  end  of  1965  they  stood  at  $35.2 
billion,  four  and  one-half  times  the  1955  figure.  Capital  inflow  from 
“net  shares  issued”  (shares  issued  less  shares  redeemed)  accounted 
for  approximately  65  percent  of  this  asset  growth.  During  1965  net 
assets  orew  by  $6.1  billion  from  $29.1  billion  at  the  end  of  1964. 
Approximately  $3.2  billion  of  that  gain— 53  percent— came  from  net 

shares  issued. 


<  Sec.  2(a) (31). 

«  As'oMune  30, 1965,  ICImembers  held  93  percent  of  all  mutual  fund  assets. 


Table  V-l. — Relationship  of  ?nutual  fund  assets,  new  shares  issued,  and  shares  redeemed,  1955-65 

[Dollar  amounts  in  millions] 
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Total  capital  outflow  through  redemptions  has  been  consistently  less 
than  capital  inflow  through  sales  of  new  shares  and  through  invest¬ 
ment  of  dividend  income  and  capital  gains  distributions.  For  the 
1955-1965  period,  capital  outflow  amounted  to  only  37.1  percent  of 
capital  inflow  through  the  issuance  of  new  shares.  Even  in  1963,  the 
year  in  which  sales  of  new  fund  shares  experienced  the  most  marked 
decline  of  the  period,  the  dollar  outflow  from  redemptions  was  only 
52.3  percent  of  dollar  inflow  from  the  issuance  of  new  shares. 

Table  V-l  indicates  that,  apart  from  sales  of  new  fund  shares, 
inflow  from  investments  of  dividend  income  and  reinvestments  of 
capital  gains  distributions  reduced  a  substantial  portion  of  the  outflow 
attributable  to  redemptions  of  outstanding  shares.  For  the  years  1957 
through  1965  the  value  of  shares  so  issued  amounted  to  53.3  percent 
of  the  value  of  shares  redeemed,  ranging  from  44.9  percent  in  1963  to 
66.9  percent  of  such  outflow  in  1957.  In  1965  investments  of  dis¬ 
tributed  dividend  income  and  reinvestment  of  distributed  capital 
gains  amounted  to  60.5  percent  of  redemptions. 


C.  MUTUAL  FUND  SALES  LOADS 


Some  mutual  funds — the  so-called  “no-load  funds”— sell  their  shares 
at  net  asset  value  without  the  imposition  of  a  sales  load.  No-load 
funds,  however,  account  for  only  a  small  share  of  total  mutual  fund 
assets  and  shareholder  accounts.7  The  overwhelming  majority  of 
mutual  fund  shareholders  invest  in  “load”  funds. 


1.  The  basic  load 

The  purchase  price  of  a  load  fund  share  consists  of  two  elements — 
its  net  asset  value  and  a  sales  load.8  The  sales  load  is  by  far  the  most 
significant  charge  paid  by  mutual  fund  investors.  Rarely  is  the  basic 
load  less  than  7.5  percent  of  the  total  price  that  the  investor  pays  and 
it  has  not  exceeded  9  percent. 

An  8.5  percent  sales  load  is  most  common.  Of  the  195  load  fluids 
listed  in  one  mutual  fund  compilation,  only  8  charge  less  than  7.5 
percent  One  of  those  eight  funds,  which  charges  4  percent,  is  un¬ 
available  to  the  general  public.  Another,  which  charges  4.15  percent, 
is  a  bond  fund. "  In  only  25  cases  are  the  loads  between  7.5  percent 
and  7.99  percent.  In  another  34  cases  the  loads  are  from  8.0  percent 
to  8  49  percent.  But  128,  or  about  two-thirds  of  those  195  funds, 
charge  8.5  percent  or  more.  More  than  half  of  the  funds  (102  of  the 
195)  charge  exactly  8.5  percent,  and  an  additional  26  charge  higher 

lo&ds ^ 

The  payment  of  the  sales  load  generally  entitles  the  investor  to 
retain  his  shares  indefinitely,  to  assign  them  and  to  bequeath  them 
to  his  heirs.  However,  two  funds — the  $1.1  billion  Insurance  Secuii- 


'  \  s  of  rune  30  1966  the  approximately  60  no-load  funds  registered  with  the  Commission  held  assets  of 
are  sold  by  members  of  the  .  ns<,p'j  value  determined  prior  to  receipt  of  the  order 


FairPractice^secs.  26(1)  ind  26(h)  NASD  Manual  Dieand  D-18  mutual  funds 

9  Arthur  Wiesenberger  &  Co.,  Mutual  Fur^  Charts  ^Statistt^s,  ^ ^  than  -  5  percent, 

charge  sales  loads  typical  of  thegeneral  'n«ustry  patt  .  -  ,  8  percent  load .  A  fourtli  charges  an 

s'rUfTpercent ^oad.^Four* of  the'remainlnff s^charge  8.5^3  and  Iwo  charge  more.  One  charges  an 
8.75  percent  load  and  the  other  an  8.85  percent  load. 
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ties  Trust  Fund  and  the  $35.3  million  Commonwealth  Fund  Inden¬ 
ture  of  Trust  Plan  A  and  Plan  B  10 — issue  certificates  which  mature, 
respectively,  at  the  end  of  10  years  and  of  21  years  or  the  life  of  the 
purchaser,  whichever  is  longer. 

Investors  who  wish  to  retain  their  interests  in  these  two  funds  after 
their  certificates  have  expired  must  purchase  new  certificates.  When 
they  do  so,  they  are  charged  another  full  sales  load  of  8.85  percent  in 
the  case  of  Insurance  Securities  Trust  Fund  and  7.65  percent  in  that 
of  Commonwealth.* 11 

As  noted  in  chapter  II,  mutual  fund  sales  loads  are  described  in  the 
Act  and  are  calculated  as  a  percentage  of  the  total  purchase  price.12 
This  differs  from  the  way  of  expressing  sales  commissions  or  markups 
in  exchange  or  over-the-counter  securities  transactions,  i.e.,  as  a  per¬ 
centage  of  the  net  amount  actually  invested.13  For  example,  if  the 
current  net  asset  value  of  a  fund’s  shares  is  $9.15  per  share  and  the 
sales  load  is  8.5  percent,  the  public  offering  price  to  investors  will  be 
$10  per  share.  The  $0.85  per  share  sales  load  is  8.5  percent  of  the 
public  offering  price  but  represents  a  markup  of  9.3  percent  on  the 
$9.15  per  share  actually  put  to  work  for  the  investor  in  the  fund. 

Acquiring  an  interest  in  a  mutual  fund  portfolio  entails  additional 
costs  to  investors.  The  brokerage  costs  which  are  paid  by  fund 
shareholders  when  a  fund  sells  and  buys  portfolio  securities  are  a 
necessary  incident  of  having  a  professionally  managed  securities 
portfolio.  These  added  brokerage  costs  raise  the  real  costs  of  mutual 
fund  investing  to  substantially  in  excess  of  the  9.3  percent  sales  charge 
which  the  typical  sales  load  represents.  Assuming  that  the  funds  pay 
portfolio  brokerage  at  rates  averaging  the  1  percent  New  York  Stock 
Exchange  minimum,  the  cost  of  investing  in  load  fund  shares  is  close 
to  10  percent.14 

The  purchases  and  sales  by  a  fund  of  its  portfolio  securities  are 
occasioned  in  some  cases  by  the  injections  of  new  capital  into  and  the 
withdrawals  of  old  capital  from  a  mutual  fund,  and  in  other  cases  by 
the  decision  of  the  fund  manager  that  the  market  price  of  a  security 
warrants  a  purchase  or  sale,  irrespective  of  the  fund’s  cash  position. 
In  either  case,  the  fund  shareholder  pays  the  brokerage  costs. 

2.  Quantity  discounts 

Most  funds  reduce  the  basic  load  when  a  large  investment  is  made. 
The  extent  of  these  quantity  discounts  varies  considerably  from  fund 
to  fund.  Usually  the  point  at  which  the  load  is  reduced,  the  so-called 
first  breakpoint,  is  within  the  $10,000  to  $25,000  range.  The  reduced 
load  applies  to  the  entire  purchase  and  not  merely  to  that  portion  in 
excess  of  the  breakpoint. 

Nineteen  of  the  twenty  largest  mutual  funds  as  of  June  30,  1965, 
had  reduced  sales  loads  for  quantity  purchases  of  their  shares.15  Six 
of  the  twenty  funds  charge  reduced  loads  on  purchases  of  $25,000 

10  Asset  figures  in  both  cases  are  as  of  June  30,  1966. 

11  Commonwealth  certificate  holders  have  another  option.  Within  certain  time  limits,  they  may  exchange 
their  certificates  for  those  of  Commonwealth  Fund  Indenture  of  Trust,  Plan  C  by  paying  a  4  percent  load. 

12  Sec.  2(a)  (34),  and  see  pp.  52-53,  supra. 

12  Underwriting  commissions  and  discounts  with  respect  to  the  sale  of  conventional  newly  issued  or 
outstanding  securities  being  offered  for  the  first  time  are  computed  in  the  same  fashion  as  mutual  fund 
sales  loads,  i.e.,  as  a  percentage  of  the  total  purchase  price.  The  distribution  of  conventional  securities 
of  this  sort  differs,  however,  in  a  number  of  significant  respects  from  the  distribution  of  mutual  fund  shares. 
See  pp.  54-55,  supra,  and  pp.  212-213,  infra. 

14  Such  brokerage  also  is  present  in  no-load  funds. 

15  The  other,  Insurance  Securities  Trust  Fund,  charges  the  same  8.85  percent  load  regardless  of  the  size 
of  the  purchase. 

71-588  0—66 - 15 
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or  over,  and  the  reduction  in  the  load  at  that  point  averages  almost 
2.5  percent  of  the  public  offering  price.  At  the  other  extreme,  three 
funds  reduce  sales  loads  starting  with  purchases  of  $5,000.  However, 
the  reduction  in  the  sales  load  at  that  level  is  0.50  percent  of  the 
offering  price  for  two  of  the  funds  and  0.75  percent  for  the  third.  Of 
the  other  10  funds,  4  have  reduced  loads  for  purchases  of  $10,000,  2 
for  purchases  of  $12,500,  and  4  for  purchases  of  $15,000. 

Reduced  sales  loads  for  quantity  purchases  of  mutual  fund  shares 
are  frequently  available  for  a  combined  investment  in  two  or  more 
funds  managed  by  the  same  adviser-underwriter.  For  example, 
under  a  schedule  which  provides  a  breakpoint  for  a  $25,000  purchase, 
an  investor  who  places  $15,000  in  an  adviser-underwriter’s  common 
stock  fund  and  $10,000  in  its  balanced  fund  benefits  from  the  break¬ 
point  to  the  same  extent  as  if  he  had  placed  his  entire  $25,000  in 
only  one  of  the  adviser-underwriter’s  funds. 

Separate  purchases  made  by  a  single  investor  within  a  13-month 
period  are  almost  always  viewed  as  a  single  transaction  entitl¬ 
ing  the  purchaser  to  a  quantity  discount.16  But  this  is  so  only  if  the 
investor  has  signed  a  letter  stating  that  he  intends  to  invest  a  speci¬ 
fied  amount  within  the  prescribed  period.17  The  initial  investment 
made  pursuant  to  such  a  statement  is  subject  to  the  load  normally 
applicable  to  purchases  of  that  amount.  However,  as  soon  as  the 
investor’s  aggregate  purchases  during  the  13-month  period  reach  an 
amount  that  qualifies  for  a  quantity  discount,  the  load  on  his  last  pur¬ 
chase  is  sufficiently  reduced  to  give  him  the  benefit  of  the  discount 
with  respect  to  all  his  purchases  during  the  period.  For  example,  if  a 
fund  charges  a  basic  load  of  8.5  percent  which  falls  to  7.5  percent  on 
letter  of  intention  purchases  of  $15,000  or  more,  an  investor  who 
makes  three  separate  $5,000  purchases  within  a  13-month  period 
pays  a  load  of  $425  (8.5  percent)  on  each  of  his  first  two  purchases. 
However,  on  his  third  $5,000  purchase  the  load  drops  to  $275  (5.5 
percent  of  $5,000)  for  a  total  loading  charge  of  $1,125,  the  exact 
amount  that  would  have  been  charged  on  a  lump-sum  purchase  of 
$15, 000. 18 

The  reduced  loads  charged  on  substantial  purchases  of  fund  shares 
benefit  some  investors.  For  a  few  very  large  investors  the  reductions 
can  be  substantial.  However,  the  relatively  slight  reductions  avail¬ 
able  at  the  initial  breakpoints  are  far  beyond  the  reach  of  most 
investors.  Almost  two-thirds  of  all  regular  mutual  fund  account 
holders  19  had  fund  shares  valued  at  less  than  $10,000  in  1966.20 

The  size  of  the  group  that  benefits  from  breakpoints  cannot  be 
measured  by  the  current  market  value  of  holdings.  One  must  look 
to  the  amounts  of  purchases  made.  The  median  dollar  amount  of  a 


i#  Rule  22d-l(a)  under  the  Act  (17  C.F.R.  270.22d-l(a))  permits:  (1)  quantity  discounts  and  (2)  the  exten¬ 
sion  of  such  discounts  to  a  group  of  purchases  by  a  single  investor.  Whether  a  particular  fund  elects  to  give 
d  iscoun  tsC  for  quant  it  ypurch  ases  and  whether  groups  of  purchases  are  viewed  as  single  transactions  for 
the  purpose  of  such  discounts  are  questions  which  have  been  left  to  the  fund  managers. 

I!  &&  ovor  »„  unlimited  period  to  Investors  who  make 

their  shares  Under  these  arrangements  the  reduced  sales  load  applies  not  to  the 
repeated  Pu£<;h®f?®  i’Lvpif A,  n. , Phases  but  only  to  those  purchases  made  after  the  breakpoint  has  been 
'  plans  the  avS  11#  of  the  breakpoint  depends  on  the  aggregate  amount  that  the 

fnve^or  naFd^o?  the  shares previously  acquired:  in  others  it  turns  on  the  current  value  of  those  shares 
11 defers  to ^  shareholders  wh0Y  do^  not  have  accumulation  plan  accounts.  Accumulation  plan 

accounts  are  dl8OTSs^  at  pp_^250,  infra.  sampling  of  the  mutual  fund  shareholder  popu- 

pt.  4,  276. 
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purchase  of  mutual  fund  shares  was  only  $1,240.21  The  median  most 
recent  purchase  of  those  whose  fund  shares  were  valued  at  from  $10,000 
to  $25,000  was  only  $1,900  and  only  one-seventh  of  such  shareholders 
expended  $10,000  or  more  on  their  most  recent  purchase.22  Even 
among  shareholders  who  had  fund  shares  valued  at  more  than  $25,000 
the  median  most  recent  purchase  amounted  to  $4,825,  and  only  28.2 
percent  of  this  small  group  spent  as  much  as  $10,000  on  their  most 
recent  purchase  of  fund  shares. 

Moreover,  a  majority  of  fund  investors  hold  shares  in  more  than  one 
fund.  Since  multifund  investments  are  especially  widespread  among 
those  who  have  placed  substantial  sums  in  the  funds,23  the  tendency 
to  invest  in  a  number  of  funds  further  narrows  the  size  of  the  already 
limited  class  that  benefits  from  the  existence  of  the  breakpoints.  As 
previously  noted,  purchases  of  shares  in  two  or  more  funds  cannot  be 
added  together  for  breakpoint  purposes  unless  all  of  the  funds  in¬ 
volved  have  a  common  adviser-underwriter.24 

8.  Allocation  oj  sales  loads 

No  part  of  the  sales  load  goes  to  the  fund  for  investment  on  behalf 
of  shareholders.25  Instead,  sales  loads  are  divided  among  principal 
underwriters,  retail  dealers,  and  persons  associated  with  such  under¬ 
writers  and  dealers.26  Principal  underwriters  usually  retain  from  0.50 
percent  to  2.5  percent  of  the  offering  price  (2  percent  is  most  typical) 
and  allot  from  6  to  8  percent  as  the  dealer  concession.  At  present, 
the  most  typical  dealer  concession  is  6.5  percent  of  the  purchase  price. 

The  salesman’s  share  varies  from  dealer  to  dealer.  Typically, 
mutual  fund  salesmen  receive  at  least  half  of  the  6  to  8  percent  dealer 
concession.  Some  dealers  pay  salesmen  the  same  commission,  such  as 
3  percent  of  the  offering  price,  on  sales  of  all  fund  shares,  regardless 
of  variations  in  dealer  concessions  and  fund  brokerage  commissions 
paid  on  such  sales.  Others  key  sales  compensation  to  a  percentage 
of  the  dealer  concession.27 

Some  principal  underwriters  maintain  direct  retail  sales  organiza¬ 
tions  of  their  own.  These  direct  retail  sales  organizations,  sometimes 
referred  to  by  the  industry  as  “captive  sales  forces,”  are  formed  for 
the  primary  purpose  of  selling  the  shares  of  the  specific  fund  or  group 
of  funds  for  which  the  organization  acts  as  adviser-underwriter.28 
Although  captive  sales  organizations  make  a  concentrated  effort  to 
sell  shares  of  these  funds,  many  sell  the  shares  of  other  funds  as  well. 
However,  these  organizations  pay  higher  commissions  on  sales  of 


11  The  Investment  Company  Institute’s  sampling  also  showed  that  the  dollar  amount  of  the  most 
reoent  purchase  of  investment  company  shares  was  below  $5,000  in  83.3  percent  of  the  cases  surveyed  and 
above  $10,000  in  only  7.3  percent  of  those  cases. 

22  The  Institute  found  that  21.4  percent  of  the  fund  shareholder  population  had  holdings  valued  at  from 
$10,000  to  $25,000  and  that  an  additional  14.4  percent  had  holdings  valued  at  $25,000  and  over. 

23  The  Institute  found  that  93.1  percent  of  those  shareholders  with  $25,000  or  more  in  mutual  fund  holdings 
owned  shares  in  more  than  one  fund  and  that  77.8  percent  of  that  group  held  shares  in  three  or  more  funds. 

24  See  p.  206,  supra.  The  absence  of  data  as  to  the  number  of  multifund  investors  who  have  investmentsin 
funds  belonging  to  different  complexes  makes  it  impossible  to  quantify  the  extent  of  this  further  narrowing: 

23  Many  fund  investors  appear  to  be  under  misapprehensions  about  this  point.  More  than  30  percent  of 
the  mutual  fund  investors  who  responded  to  a  survey  conducted  by  the  Wharton  School  did  not  know 
whether  sales  charges  paid  by  new  investors  contributed  to  earnings  of  their  mutual  funds,  and  a  significant 
proportion  (22  percent  of  regular  purchasers  and  36  percent  of  contractual  plan  investors)  thought  that  they 
did.  Special  Study,  pt.  4,  316. 

29  A  few  no-load  funds  impose  relatively  low  sales  charges  that  go  to  the  funds  themselves.  See  note 
124  on  p.  62,  supra. 

22  Salesmen  seldom  receive  a  percentage  of  the  brokerage  commissions  paid  to  their  employers  as  extra 
compensation  for  sales  of  fund  shares,  but  such  commissions  may  be  an  important  factor  in  setting  their 
rates  of  compensation  on  the  shares  of  different  funds. 

*•  Funds  that  are  exclusively  or  primarily  distributed  by  a  dozen  captive  sales  Jorces  hold  over  40  percent 
of  all  mutual  fund  assets. 
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shares  of  the  funds  they  manage  than  for  sales  of  other  fund  shares.29 
Independent  broker-dealers  also  may  seek  to  concentrate  their  selling 
efforts  on  shares  of  selected  funds  by  varying  salesmen’s  commissions 
for  sales  of  the  shares  of  different  funds. 

•4-  Competitive  pressures  on  sales  loads  and  dealer  concessions 

Differences  in  the  compensation  paid  to  retail  sellers  of  fund  shares 
play  a  most  important  part  in  the  competition  for  sales.  During  the 
past  16  years,  competition  for  dealer  favor  has  exerted  significant 
upward  pressures  on  the  general  level  of  mutual  fimd  sales  loads  and, 
to  an  even  greater  extent,  on  the  level  of  the  dealer  concession. 

Changes  in  sales  "loads  and  dealer  concessions  from  1950  to  1966 
are  shown  in  table  V-2.  That  table  lists  30  of  the  largest  funds  as  of 
the -end  of  1950.  From  1950  to  1966,  13  of  the  30  funds  increased  their 
sales  loads.  In  1950,  half  of  them  charged  a  load  of  7.5  percent  or  less 
and  only  7  of  the  30  charged  8.5  percent  or  more.  By  1966,  these 
ratios  were  approximately  reversed — only  7  of  the  30  funds  had  sales 
loads  of  7.5  percent  or  less,  while  18  charged  8.5  percent  or  more. 

Table  V-2. — Basic  sales  loads  and  dealer  concessions  of  SO  mutual  funds, 0  1950 

versus  1966 


Sales  load  » 


1950  I960 


Dealer 
concession  <> 


1950 


1966 


Percent  Increase  in- 


Sales 

load 


Dealer 

concession 


1.  Affiliated  Fund,  Inc... . 

2.  American  Business  Shares,  Inc - 

3.  American  Mutual  Fund,  Inc . . 

4.  Axe-Houghton  Fund  B,  Ino . — 

5.  Century  Shares  Trust  c - 

6.  Chemical  Fund,  Inc . . - . 

7.  Colonial  Growth  &  Energy  Shares,  Inc. 

8.  Commonwealth  Investment  Co - 

9.  Delaware  Fund,  Inc - 

10.  Dividend  Shares,  Inc . . . 

11.  Eaton  &  Howard  Balanced  Fund . 

12.  Equity  Fund,  Inc - 

13.  Fidelity  Fund,  Inc . . 

14.  Financial  Industrial  Fund,  Inc . 

15.  Fundamental  Investors,  Inc — . . 

16.  Group  Securities,  Inc - 

17.  Investment  Co.  of  America . . 

18.  Investors  Mutual,  Inc . . 

19.  Keystone  Custodian  Funds  K-l- . 

20.  Knickerbocker  Fund-- - - 

21.  Massachusetts  Investors  Trust. . 

22.  Massachusetts  Life  Fund . . 

23.  National  Investors  Corp.-.- . . 

24.  National  Securities  Series . . 

25.  The  George  Putnam  Fund  of  Boston- 

26.  Putnam  Investors  Fund,  Inc  • . 

27.  Selected  American  Shares,  Inc.. . 

28  Television-Electronics  Fund,  Inc . 

29.  United  Income  Fund . . 

30.  Wellington  Fund,  Inc . 


7.50 

7.50 

8.00 

8.00 

7.00 

7.50 

7.50 
8.00 
8.  50 
8. 67 
6.00 

3.50 

7.  50 

8.  50 
8.  75 

8.50 
8.00 

7.  50 
8. 30 

8.  70 
7.  50 
7.00 

7.  50 

8.  50 
7.  CO 

7.50 
7.50 
8.25 
8.00 
8.00 


7.50 

7.50 
8.  50 
8.00 

8.50 
8.50 
8.50 
8.50 

8.50 
8.  67 

7.  50 

3.50 

7.50 

8.50 

8.  75 
8.50 
8.  50 
8.00 
8. 30 
8.  70 
8.  50 
8.50 

7.  50 

8.  50 
8.  50 
8.  50 

7.  50 
8. 25 

8.  50 
8.00 


6.00 
6.00 
6.00 
6.00 
4.00 
5.00 
5.00 
6.00 
6.00 
6.00 
4.50 
2.62 
6.00 
5.53 
6.00 
6.00 
6.00 
(•') 
5.00 
6.00 
5.00 
5.00 
5.00 
6.00 
5.  00 
5.00 
6.00 
5.  50 
6.00 
5.00 


6.00 
6.00 
7.00 
6.00 
6.00 
6.50 
6.50 
7.00 
6.00 
6.00 
6.38 
(*) 
6.00 
7.00 
7.00 
6.00 
7.  00 
(') 
6.00 
6.50 
6.  CO 
6.  50 
6.00 
6.00 
6.25 
6.  25 
6.00 
7.00 
6.00 
6.  CO 


6.3 


16.7 


21.4 

13.3 

13.3 

6.3 


50.0 

30.0 

30.0 

16.7 


25.0 


(") 


41.8 


26.6 
16.  7 


6.3 

6.7 


(0 


13.3 

21.4 


16.7 

20.0 
8.3 
20.0 
30.  C 
20.0 


21.4 

13.3 


26.0 

25.0 


6.3 


27.3 

"26.6 


„  ,  ,  ,  ,  ,  incn  nPf  assets  of  over  $5,000,000  which  have  not  since  merged  into 

'  UClU±ft  ,°rtMi  18  Where ^more  than  one  such  fund  was  underwritten  by  a  common  principal  under- 

vndte ^oSy^he  one^whteh  ifad^he6 greatest  netfassets  at  the  end  of  1950  has  been  included. 

b  Expressed  as  a  Per''0ntage ‘  ^{'’.InfWwrffer5 Vance  Sanders  &  Co.,  also  underwrites  Massachusetts 
Inv^stomTrust,  ^1950  Century  Shares  Trust  hkd  a  different  principal  underwriter,  Century  Distributors. 

*  No  longer  distributed  through  dealers. ,.  pntnam  Fund  Distributors,  Inc.,  also  underwrites  The 

•  Although  j?  cl" 

fSSffitef  SfflgWS  WS own  ,«.U  sales  .*»'»««• 


T  .  „  naid  its  salesmen  two-thirds  of  the  dealer  discount  (including  an 

28  For  example,  one  such  ^“^.“hJSngp  Li)  for  sales  of  fund  shares  managed  by  its  affiliate  but  only 

IMfSWSS1 XSW L“WheTlund  oh.™.,  Special  Study,  pt.  124. 


IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH  209 


The  table  also  shows  significant  increases  in  the  dealer  concessions. 
Principal  underwriters  for  18  of  the  28  funds  that  distributed  shares 
at  least  partly  through  independent  dealers  in  1966  had  increased 
dealer  concessions  over  those  paid  in  1950.30  Eleven  of  the  18  funds’ 
underwriters  had  also  increased  the  sales  load  since  1950,  and  10  of 
the  11  had  raised  dealer  concessions  by  at  least  the  amount  of  the 
increase  in  sales  load.81 

Seven  of  the  ten  underwriters  increased  dealer  concessions  even  more 
by  retaining  a  smaller  portion  of  the  sales  load  for  themselves  in  1966 
than  they  had  retained  in  1950.32  Another  seven  that  did  not  raise 
their  sales  loads  also  increased  their  dealer  concessions,  thus  reducing 
their  own  share  of  the  unchanged  load.  In  both  1950  and  1966,  15 
of  the  28  funds  had  dealer  concessions  of  6  percent.  However,  in 
1950  a  6  percent  dealer  concession  was  the  maximum,  and  the  dealer 
concessions  of  the  remaining  13  funds  ranged  from  4  to  5.53  percent. 
In  1960  a  6  percent  dealer  concession  was  the  minimum,  and  dealer 
concessions  of  the  remaining  13  funds  ranged  from  6.25  to  7  percent. 

Thus,  competition  among  the  fund’s  principal  underwriters  has 
raised  rather  than  lowered  costs.  Faced  with  the  choice  of  appealing 
to  price-conscious  investors  or  to  compensation-conscious  fund  retail¬ 
ers,  most  load  fund  underwriters  have  followed  the  latter  course.33 
As  has  been  noted  in  chapter  III,  the  mutual  fund  underwriting  func¬ 
tion  is  often  unprofitable  even  to  underwriters  of  the  largest  funds 
and  fund  complexes  and  is  seldom  as  profitable  as  the  advisory  func¬ 
tion.34  Maintenance  of  relatively  unprofitable  underwriting  opera¬ 
tion,  in  some  instances,  reflects  business  decisions  of  fund  managers 
to  subsidize  selling  efforts  in  the  hope  of  generating  increases  in 
advisory  and  brokerage  revenues  through  sales  of  new  shares. 

D.  COMPARISON  OF  MUTUAL  FUND  SALES  LOADS  WITH  COSTS  OF  OTHER 

SECURITIES  TRANSACTIONS 

1.  Comparison  with  exchange  commission  rates 

The  purchaser  of  securities  issued  by  most  mutual  funds  invests  in  a 
portfolio  consisting  mainly  of  equity  securities  listed  on  the  New  York 
Stock  Exchange.  Brokerage  commission  rates  for  round  lot  trans¬ 
actions  (usually  100  shares  or  multiples  thereof)  on  that  exchange 
and  on  other  national  securities  exchanges  vary  with  the  price  of  the 
security  involved.  For  round  lot  transactions  in  stocks  priced  at 
$40  per  share  the  exchange  commission  amounts  to  1  percent  of  the 
dollar  amount  involved.35  An  additional  charge,  the  odd  lot  differen¬ 
tial,  is  imposed  on  orders  or  any  portion  of  any  order  involving  less 
than  a  round  lot.36 


so  The  two  funds  that  in  1966  did  not  distribute  shares  through  independent  dealers  were  Equity  Fund, 
Inc.  (whose  shares,  though  sold  by  some  independent  dealers  in  1950,  appear  to  have  been  sold  exclusively 
in  1966  through  its  principal  underwriter)  and  Investors  Mutual,  Inc.  (whose  shares  have  always  been  dis¬ 
tributed  exclusively  through  its  adviser-underwriter’s  captive  sales  organization). 

51  The  11th  fund,  the  George  Putnam  Fund  of  Boston,  raised  its  sales  load  from  7  percent  to  8.6  percent 
and  its  dealer  concession  from  5  percent  to  6.25  percent. 

32  For  example,  in  1950  the  offering  price  of  shares  of  Chemical  Fund,  Inc.,  included  a  7.5  percent  sales 
load— the  principal  underwriter’s  portion  was  2.5  percent  and  the  dealer’s  5  percent.  In  1966  that  fund's 
sales  load  was  8.5  percent— the  principal  underwriter’s  portion  was  2  percent  and  the  dealer  concession 
6.5  percent. 

33  This  seems  to  have  been  as  true  in  the  pre-Act  period  as  it  has  been  in  more  recent  years.  See  Invest¬ 
ment  Trust  Study,  pt.  3,  810-812  for  an  account  of  Massachusetts  Investors  Trust’s  experience  with  experi¬ 
ments  in  lower  sales  loads. 

3‘  See  pp.  122-125,  supra. 

34  The  average  price  of  shares  traded  on  the  NYSE  in  1965  was  $40.50.  NYSE  Fact  Book,  1966.  Com¬ 
mission  rates  are  somewhat  higher  for  round  lot  orders  in  securities  priced  at  less  than  $40  and  slightly 
lower  for  securities  priced  above  $40  per  share. 

84  The  odd  lot  differential  is  of  a  point  (12.5  cents)  per  share  for  stocks  priced  at  less  than  $55  and  M 
of  a  point  (25  cents)  for  stocks  priced  at  $55  or  more. 
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Table  \  3.  Comparison  of  sales  charges  for  acquiring  and  disposing  of  stocks 
traded  at  $4-0  per  share  on  the  New  York  Stock  Exchange  with  sales  charges  for  an 
equal  amount  invested  in  mutual  fund  shares 


Value  of  shares 
acquired 

NYSE  commissii 
ential  (on  ord 
shares)  as  pei 
invested  « 

Purchase 

m  and  odd  lot  difler- 
ers  of  less  than  100 
rcentage  of  amount 

Round  trip 

Mutual  fund  acqui¬ 
sition  cost » (ex¬ 
pressed  as  percent¬ 
age  of  net  asset 
value  of  shares 
received) 

Mutual  fund  acqui¬ 
sition  costs  as  a 
percentage  of 
NYSE  round  trip 
commissions 

$200 

3.3 

6.6 

9.3 

140 

600 

2.2 

4.3 

9.3 

216 

«  1,120 

1.8 

3.5 

9.3 

264 

2,600 

1.5 

2.9 

9.3 

317 

4,000 

1.0 

2.0 

9.3 

476 

16,000 

1.0 

2.0 

8.1 

416 

28,000 

1.0 

2.0 

6. 1 

313 

52,000 

1.0 

2.0 

4.2 

214 

100,000 

1.0 

2.0 

3.4 

172 

260,  000 

1.0 

2.0 

2.6 

131 

1,000,000 

1.0 

2.0 

1.0 

51 

°  Assumes  sale  at  same  price  as  purchase  price  (excluding  odd  lot  differential). 

b  Based  on  the  following  schedules  of  sales  loads  for  shares  of  Massachusetts  Investors  Trust  which,  like 
virtually  all  load  funds,  imposes  no  redemption  charge: 


Sales  load 

Sales  charge 
(as  a  percent  of 
net  asset  value 
of  shares 
received) 

Less  than  $12,500  _ — _ 

Percent 

8.  50 

9. 29 

7.50 

8. 11 

5. 75 

6.10 

4.00 

4.17 

$100  000  tn  under  $250  000  -  __  _ 

3.25 

3.36 

$9sn  non  tn  Iindpr  $i  ndoooo  _ _ 

2. 50 

2.56 

1.00 

1.01 

e  The  median  purchase  of  $1,240  reported  in  the  Investment  Company  Institute  s  1966  survey  of  mutual 
fund  shareholders,  after  deduction  of  the  typical  8.5  percent  sales  load,  would  have  resulted  in  an  acquisition 
•of  shares  valued  at  $1,135. 


Table  V-3  compares  the  brokerage  commissions  for  buying  and 
Belling  on  an  exchange  various  amounts  of  securities  priced  at  $40 
per  share  both  at  the  time  of  purchase  and  of  sale  37  with  sales  charges 
for  investments  of  the  same  amounts  through  fund  shares  issued  by 
Massachusetts  Investors  Trust,  the  second  largest  mutual  bind.  Its 
sales  charges  are  considered  representative  of  the  fund  industry 
p-enerally  39  Since  shares  of  virtually  all  load  funds  are  redeemed 
without  separate  charge,  mutual  fund  sales  charges  are  compared 
with  the  total  cost  of  buying  and  selling  a  security  on  an  exchange 

(“round-trip  cost”).40 


r'ih .  the  3eC|U(*on  charce'forlhe  sole  of  Insecurity  fall,01  PConvCTselyf  IHh^securit^appreclatesVetwocn 

SSUntMy  i«s  », 

tirrmof'sale?  Moreover" SeiSSS?te?“d 5!  not  take  into  account  the  added  brokerage  expenses  from  sales 
and  redemptions  of  fund  shares.  See  p.  205,  supra. 
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Table  V-3  shows  that  for  $200  invested  in  mutual  fund  shares  the 
typical  9.3  percent  basic  sales  charge  41  amounts  to  40  percent  more 
than  the  6.6  percent  round-trip  cost  of  buying  and  selling  shares  in  the 
exchange  markets.  For  a  $1,120  investment,  an  amount  just  below 
the  median  net  mutual  fund  purchase,42  the  typical  9.3  percent  mutual 
fund  sales  charge  is  more  than  2 %  times  the  round-trip  exchange 
brokerage  cost  of  3.5  percent.  Between  $1,120  and  the  round  lot 
amount  ($4,000  in  this  example)  the  disparity  increases  markedly  to 
the  point  where  the  sales  charge  on  $4,000  invested  is  over  4%  times 
the  round-trip  exchange  commission.  The  increased  disparity  re¬ 
flects  the  fact  that  mutual  fund  sales  loads  remain  constant  until  the 
first  breakpoint  ($12,500  in  this  example)  is  reached,  while  exchange 
commission  rates  drop  progressively  until  100  share  round-lot  orders 
are  reached — at  which  point  they  amount  to  a  2  percent  round-trip 
commission  on  a  $4,000  investment — and  remain  constant  for  larger 
round  lot  orders. 

At  the  first  breakpoint,  MIT’s  reduced  mutual  fund  sales  charge 
of  8.1  percent  on  $16,000  invested  is  still  more  than  four  times  the 
round-trip  commission  on  an  exchange  transaction  of  this  amount. 
For  $28,000  and  $52,000  investments  in  MIT  shares,  an  investor 
pays  sales  charges  of  6.1  percent  and  4.2  percent,  respectively,  more 
than  triple  and  double  the  costs  of  buying  and  selling  similar  amounts 
of  a  $40  security  on  an  exchange.  And  even  when  $260,000  is  invested 
in  MIT  shares,  the  sales  charges  are  31  percent  higher  than  the 
round-trip  commissions  on  the  investment  in  a  $40  exchange-listed 
security. 

Some  funds’  sales  load  schedules  provide  greater,  and  others  lesser, 
savings  from  the  basic  load  than  MIT’s  schedule.  However,  sales 
charges  in  the  mutual  fund  industry  almost  never  are  as  low  as  the 
round-trip  cost  of  transactions  on  exchanges  for  investments  of  less 
than  $100,000. 

The  above  comparisons  understate  the  disparities  between  ex¬ 
change  commissions  and  mutual  fund  sales  charges.  First,  they 
omit  the  brokerage  costs  borne  by  the  fund  shareholders  when  the 
fund  buys  portfolio  securities  with  money  received  from  the  sale  of 
new  shares.  Secondly,  in  comparing  mutual  fund  sales  charges  to 
sales  charges  for  buying  and  selling  other  securities,  they  assume  that 
a  mutual  fund  investor  who  wishes  to  sell  his  shares  needs  the  services 
of  a  broker-dealer  to  find  a  buyer.  This  is  not  so.  The  mutual 
funds  themselves  redeem  the  shares — without  charge  in  the  case  of 
virtually  all  load  funds — when  investors  mail  them  to  the  fund. 
Hence  the  actual  disparities  between  exchange  commission  rates  and 
mutual  fund  sales  charges  are  double  those  shown  in  the  above 
comparisons. 

2.  Comparison  with  costs  of  over-the-counter  transactions 

Since  commissions  and  mark-ups  in  the  over-the-counter  market  are 
not  fixed,  the  charge  for  executing  the  same  transaction  may  vary 
among  different  broker-dealers.  However,  most  individuals’  over- 
the-counter  transactions  in  equity  securities  are  effected  on  an  agency 


<i  As  noted  at  p.  205,  supra,  the  normal  load  of  8.5  percent  of  the  aggregate  purchase  price  Is  a  9.3  percent 
sales  charge  when  expressed  as  a  percentage  of  the  purchaser’s  actual  net  Investment  in  the  fund. 

«  The  median  mutual  fund  purchase  of  $1,240  noted  at  pp.  ,206-207,  supra,  represents  an  investment  of 
about  $1,135  In  the  fund’s  portfolio  after  an  8.5sales  load  is  deducted. 
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basis.43  In  the  overwhelming  majority  of  such  agency  transactions, 
the  brokerage  commission  is  no  higher  than  the  exchange  commission 
would  be. 

In  the  minority  of  individuals’  over-the-counter  transactions  the 
dealer  acts  as  principal  rather  than  as  agent.  The  sales  charges  in 
such  transactions  are  usually,  though  not  always,  somewhat  higher 
than  if  effected  on  an  agency  basis,  but  nevertheless  substantially  less 
than  the  basic  mutual  fund  sales  load. 

The  recent  Booz-Allen  study  prepared  for  the  NASD  examined 
over-the-counter  sales  charges  in  September  1965.  It  found  that  the 
weighted  average  sales  charge  on  investors’  purchases  of  over-the- 
counter  stocks  was  1.4  percent.  That  study  also  showed  that  the 
weighted  average  sales  charge  when  investors  sold  over-the-counter 
stocks  was  1.0  percent.44  (The  weighted  average  gives  greater  force 
to  large  transactions;  thus  the  charge  on  a  $100,000  transaction  is 
counted  equally  with  the  sum  of  the  charges  on  100  transactions  of 
$1,000  each.)  A  survey  by  the  Investment  Company  Institute  of 
funds  whose  total  assets  were  about  50  percent  of  the  industry  in 
1965  showed  that  the  weighted  average  sales  load,  similarly  calculated, 
was  5.5  percent  (or  5.8  percent  when  expressed  as  a  sales  charge).45 

In  view  of  the  substantial  disparity  that  exists  between  the  'average 
sales  charges  in  over-the-counter  transactions  and  mutual  fund  sales 
charges,  it  is  noteworthy  that  the  Booz-Allen  study  reported: 

The  partners  of  numerous  local  firms  in  the  five  cities  visited 
during  the  course  of  this  study  *  *  *  pointed  out  that  their 
salesmen  typically  had  to  work  much  harder  to  sell  over-the- 
counter  stocks  than  mutual  fund  shares  *  *  *.48 

8.  Comparison  with  underwriters'  spreads 

Sales  charges  in  the  securities  business  tend  to  be  highest  in  under¬ 
written  public  offerings  of  equity  securities  distributed  through 
underwriters  either  on  a  firm  commitment  or  best  efforts  basis.  These 
charge-s  are  referred  to  as  underwriters’  spreads. 

Conventional  underwritings  involve  the  distribution  of  substantial 
blocks  of  securities  within  fixed  and  extremely  limited  time  periods. 
The  major  portion  of  underwriting  spreads  is  devoted  to  compensating 
members  of  underwriting  groups  for  the  intensive  promotional  and 


43  a  survey  conducted  In  1962  by  the  Special  Study  showed  that  64  percent  of  individuals  over-the-counter 
purchases  and  78  peroent  of  their  sales  were  effected.on  an  agency  basis.  The  balances  were  effected  on  a 
principal  basis.  The  Special  Study  found  that,  unlike  the  commissions  charged  in  agency  transactions, 
the  markups  on  transactions  effected  on  a  principal  basis  were  usually  greater  than i  a  stock  exchange  com¬ 
mission  and  that  markups  charged  in  riskless  principal  transactions  were  greater  than  those  in  principal 
transactions  in  which  the  dealer  had  the  securities  m  inventory  and  thus  was  at  risk,  special  Study,  pt.  2, 

61Smtistic^fn6the  recent  Booz-Allen  study  prepared  for  the  NASD  (see  pp.  181,  186,  supra)  suggests 
that  in  1965  the  percentage  of  individuals’  over-the-counter  transactions  executed  on  an  agency  basis  was 
higher  than  thosffound  by  the  Special  Study  in  1962  and  that  the  percentage  of  individuals’  transactions 
executed  on  a  riskless  principal  basis  declined.  See  Booz-Allen  study  15. 

A  narrower 'sUidy^y^the  Commission’s  staff  early  in  1964  surveyed  the  pricing  practices  of  small  retail 
over-the-counter  broker-dealers,  none  of  which  were  located  in  the  15  largest  cities  in  the  United  States. 
Even  among  such  small  firms— which  account  for  a  very  small  percentage  of  over-the-counter  trades  sales 
fhareet^i  oleMhe-Sunter  transactions  were  substantially  below  the  typical  9.3  percent  mutual  fund  sales 
charge  The  survey  found  that  over  one-third  of  these  firms’  riskless  sales  to  customers  were  effected  on  an 
acencv  basis  and  that  on  riskless  principal  sales  their  median  markup  was  4.1  percent.  These  dealers  acted 
m  agent  in  over  three-fourths  of  customers’  sales  effected  on  a  riskless  basis,  and  as  to  customers  sales  e  ec- 
ted  on  a  riskless  principal  basis  the  median  markdown  was  1.2  percent. 

45  Source:  Investment  Company  Institute. 

4«  Booz-Allen  study  56. 
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selling  efforts  required.  Often  the  securities  are  being  offered  to  the 
public  for  the  first  time,  and  the  underwriters  have  to  arouse  investor 
interest  in  an  unknown  security.  Even  where  the  underwritten 
security  is  already  known  to  the  investing  public,  the  underwriters 
must  dispose  of  a  block  of  securities  which  is  extremely  large  in  rela¬ 
tion  to  normal  trading  volume  within  a  relatively  short  period  and 
in  a  manner  which  does  not  significantly  depress  the  price  in  the 
trading  markets.  Toward  this  end  they  may  risk  their  capital  in 
attempting  to  stabilize  the  market  price  of  the  shares  during  the 
distribution. 

Underwriters  also  assume  other  risks.  Not  the  least  among  these 
are  reputation  risks.  If  the  post-distribution  performance  of  the 
underwritten  security  is  poor,  the  underwriters  may  lose  customers. 
Underwriting  group  members  run  the  risk  that  if  they  are  unable  to  sell 
their  allotment  of  shares,  they  may  not  be  asked  to  join  in  subsequent 
underwritings. 

Moreover,  in  firm  commitment  underwritings  the  underwriters  are 
obligated  to  buy  and  to  pay  for  the  underwritten  securities  on  a  speci¬ 
fied  date,  regardless  of  whether  they  are  able  to  complete  the  distribu¬ 
tion  by  that  date.  If  the  entire  issue  is  not  sold  within  the  time  limit, 
the  underwriters  must  invest  their  own  capital  in  the  issue — sometimes 
for  a  considerable  period.  And  if,  subsequent  to  the  termination  of 
the  underwritten  distribution,  they  ultimately  sell  a  portion  of  the 
issue  at  prices  below  those  paid  to  the  issuer,  they  may  suffer  a  loss 
on  the  underwriting. 

Underwriters  do  not  assume  this  risk  in  underwritings  conducted 
on  a  “best  efforts”  basis.  In  these,  if  the  underwriters  are  unable  to 
complete  the  distribution,  they  are  not  obligated  to  buy  the  under¬ 
written  securities  from  the  seller.  However,  best  efforts  underwritings 
of  comventional  securities  have  little  relevance  to  a  comparison  of 
underwriting  spreads  with  mutual  fund  sales  loads.  Underwritings  of 
seasoned  securities — to  which  mutual  fund  shares  compare  in  quality- 
are  almost  always  on  a  firm  commitment  basis. 

Small  portions  of  underwriting  spreads  also  compensate  the  invest¬ 
ment  bankers  that  manage  the  underwriting  groups  for  selecting  the 
securities  for  distribution  from  the  various  proposals  presented  to 
them,  negotiating  the  terms  and  conditions  of  the  offering  with  the 
sellers,  investigating  the  issuers  and  organizing  underwriting  syndicates 
and  selling  groups  of  broker-dealers. 

As  noted  in  chapter  II,  distributions  of  mutual  fund  shares  are 
classified  for  some  purposes  like  conventional  underwritings.47  Those 
who  manage  the  distribution  of  fund  shares  are  called  “principal 
underwriters”  and,  like  the  spreads  in  conventional  underwritings, 
mutual  fund  sales  loads  are  expressed  as  a  percentage  of  the  offering 
prices  rather  than  as  a  percentage  of  the  amounts  invested.  Never¬ 
theless,  the  distribution  of  fund  shares  bears  little  similarity  to  con¬ 
ventional  underwritten  offerings  of  equity  securities. 

Mutual  fund  distributors  are  not  concerned  with  raising  a  specific 
amount  of  money  within  a  limited  time  by  selling  a  stated  quantity 
of  securities  to  the  public.  They  continuously  sell  as  many  shares  of 
the  funds  they  serve  as  they  possibly  can.  Although  both  mutual 
fund  and  conventional  underwriters  bear  business  risks,  mutual  fund 


«  See  note  126,  p.  53,  supra,  and  pp.  54-55,  60-61,  supra. 
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underwriters  assume  neither  the  reputation  risks  nor  the  capital  risk 
inherent  in  conventional  firm  commitment  underwritings.  They  sell 
in  a  price-protected  market,  since  no  dealer,  whether  or  not  a  member 
of  the  selling  group,  may  sell  shares  to  the  public  at  less  than  the 
current  offering  price  described  in  the  prospectus.48  And,  since  the 
offering  price  fluctuates  as  the  net  asset  value  of  the  fund’s  shares 
changes  and  since  the  fund  redeems  outstanding  shares  at  current 
net  asset  value,  the  principal  underwriter  is  never  called  upon  to  risk 
its  capital  in  stabilizing  the  price  of  a  fluctuating  security. 

Nor  does  the  principal  underwriter  of  a  mutual  fund  bear  the  ex¬ 
pense  of  selecting  securities  for  distribution  and  of  negotiating  the 
terms  and  conditions  of  each  offering  as  does  the  conventional  under¬ 
writer.  Unlike  the  underwriting  spread,  the  mutual  fund  sales  load 
pays  only  for  the  continuous  promotional  efforts  of  principal  under¬ 
writers  and  for  the  continuous  sales  efforts  of  those  who  retail  fund 
shares  to  the  public. 

Despite  the  foregoing,  the  amounts  paid  for  the  distribution  of 
mutual  fund  shares — consisting  of  (a)  sales  loads  paid  by  purchasers, 
( b )  cash  payments  from  the  portfolio  brokerage  commissions  that  the 
funds  disburse,49  and  ( c )  advisory  revenues  spent  in  subsidizing  the 
distribution  function  60 — are  greater,  per  dollar  of  investment,  than 
the  amounts  paid  to  distribute  securities  in  conventional  underwritings. 
Indeed,  even  the  sales  loads  are  higher  than  most  underwriting  spreads. 
A  recent  study  of  underwriting  compensation  indicates  that  in  recent 
years  average  spreads  for  new  issues  of  equity  securities  (other  than 
shares  of  mutual  funds,  rights  offerings  and  secondary  distributions) 
have  ranged  from  about  4  percent  of  gross  proceeds  for  common  stock 
issues  of  over  $10  million  to  slightly  over  10  percent  for  common 
stock  issues  of  under  $1  million.51  The  higher  spreads  for  the  smaller 
common  stock  underwritings  reflect  the  fact  that  such  underwritings 
generally  involve  securities  issued  by  smaller  and  relatively  unknown 
companies.  Such  securities  appeal  to  a  more  limited  segment  of  the 
investing  public  than  mutual  fund  shares.  This  study  also  shows 
that  conventional  underwriting  spreads  decreased  significantly  from 
1940  to  1963. 52 

Jf.  Conclusion 

For  most  investors  the  sales  charges  for  buying  mutual  fund  shares 
are  considerably  higher  than  charges  for  buying  and  selling  other  types 
of  securities.  These  higher  costs  do  not  pay  for  and  are  altogether 
unrelated  to  either  the  professional  investment  management  or  the 
portfolio  diversification  that  the  funds  supply.  No-load  funds  and 
closed-end  investment  companies  furnish  the  same  professionally 
managed,  diversified  portfolios  as  load  funds  do;  yet  no-load  fund 
shares  are  available  without  the  sales  charges  that  investors  pay  when 
they  buy  load  fund  shares,  and  the  sales  charges  on  closed-end  shares 
are  those  generally  applicable  to  transactions  in  listed  or  over-the- 
counter  securities.  Managerial  expertise  and  portfolio  diversification 
are  paid  for  by  other  charges  which  are  of  a  continuing  nature— an 


*8  Seepp.  218-221,  infra. 

«  See  pp.  162-188,  supra.  , 

so  See  Wharton  Report,  514-517  and  pp.  122-125.  SUP™-  .  nQej.\ 

it  Friend  Investment  Banking  and  the  New  Issues  Market  69-72  (1965). 

12  Ibid  On  the  other  hand,  mutual  fund  sales  loads  have  increased  since  1950. 
sales  load  levels  in  1950  and  1966,  see  pp.  208-209,  supra. 
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annual  advisory  fee  and  brokerage  commissions.  The  sales  load — paid 
at  the  time  of  purchase — is  purely  a  payment  for  selling  effort. 

E.  SALES  LOADS  ON  INVESTMENTS  OF  DIVIDEND  DISTRIBUTIONS 

Many  mutual  fund  shareholders  use  the  dividends  and  the  capital 
gain  distributions  that  they  receive  from  their  funds  to  acquire  addi¬ 
tional  fund  shares  turougn  programs  for  the  regular  investment  of 
these  sums.  At  the  end  of  1965,  about  58  percent  of  the  estimated 
6.7  million  mutual  fund  shareholder  accounts  provided  for  the  regular 
investment  of  dividend  income  and  reinvestment  of  capital  gains 
distributions.  These  consisted  of  accumulation  plan  accounts — all 
contractual  plans  and  virtually  all  voluntary  plans  63 — and  an  esti¬ 
mated  one-third  of  the  4.2  million  regular  shareholder  accounts.54 

No  mutual  fund  charges  a  sales  load  on  reinvested  capital  gains.56 
Contractual  plan  companies  have  not  been  permitted  to  charge  sales 
loads  on  invested  dividends,56  and  a  majority  of  mutual  funds  have 
chosen  not  to  do  so.  However,  a  large  number  of  funds — apparently 
in  response  to  broker-dealer  pressure — impose  the  basic  sales  load  on 
invested  dividends.  Of  186  load  funds  listed  in  one  mutual  fund 
compilation,  78  (43  percent)  charged  such  a  load  in  1965. 67 

Dividend  and  capital  gains  reinvestment  plans  are  administered 
by  the  funds’  regular  stock  transfer  and  dividend  disbursing  agents 
and  may  involve  some  additional  expense.  Most  funds  that  do  not 
cnarge  a  sales  load  on  investments  of  dividends  bear  any  such  added 
expense  themselves.68  A  very  few  of  them  cover  at  least  part  of  such 
costs  by  charging  a  transaction  fee  for  each  such  investment.59  Under¬ 
writers  for  funds  that  impose  a  sales  load  on  dividend  investments 
allocate  a  portion  of  the  load  to  pay  the  added  costs  involved.  How¬ 
ever,  the  bulk  of  the  sales  load  goes  to  the  dealers  that  initially  sold 
the  shares  on  which  dividends  have  been  distributed.60 

Only  to  the  extent  that  the  principal  underwriter  relieves  the  fund 
from  the  incremental  cost  of  administering  the  investment  of  divi¬ 
dends,  do  shareholders  receive  anything  in  return  for  the  sales  load 
that  they  pay  on  invested  dividends.  However,  transaction  charges 
for  such  plans,  which  are  designed  only  to  cover  these  expenses, 
accomplish  this  same  result  at  lower  cost  and  more  equitably  than  do 
sales  loads.  Most  funds  distribute  income  dividends  quarterly.  The 
sales  load  on  dividend  investments  of  $100  annually  amounts  to 
$8.50,  more  than  five  times  the  $1.60  annual  transaction  charge  which 


83  See  pp.  223-232,  infra. 

84  Source:  Investment  Company  Institute.  In  1965,  54.2  percent  of  all  income  dividends  distributed  by 
institute  members  was  reinvested.  These  reinvested  dividends  amounted  to  $432.2  million. 

88  Capital  gains  distributions  are  made  from  principal.  This  view  has  long  been  held  by  substantial 
elements  in  the  mutual  fund  industry  and  is  reflected  in  the  statement  of  policy  relating  to  investment  com¬ 
pany  sales  literature  (Securities  Act  Release  No.  3586,  Investment  Company  Act  Release  No.  2621  (Oct.  31, 
1957)).  A  load  on  reinvested  capital  gains  would  be  “unconscionable”  and  “grossly  excessive”  within  the 
meaning  of  sec.  22(b)  of  the  Act,  and  an  attempt  to  impose  them  would  lead  the  Commission  to  propose  a 
rule  expressly  banning  them  under  sec.  22(c)  of  the  Act.  See  pp.  40-41,  infra. 

88  The  imposition  of  such  sales  loads  could  violate  the  9  percent  limitation  on  sales  loads  for  contractual 
plans  specified  in  sec.  27(a)  of  the  Act.  See  p.  218,  infra. 

47  Arthur  Wiesenberger  &  Co.,  Mutual  Funds  Charts  and  Statistics,  1966. 

88  Rule  22d-l  under  sec.  22(d)  of  the  Act  (17  C.F.  R.  sec.  270.22d-l)  allows  a  fund  to  bear  the  entire  cost  of  a 
dividend  reinvestment  plan  if  every  shareholder  is  given  the  opportunity  to  reinvest  his  dividends  at  net 
asset  value.  If  dividend  reinvestment  is  only  open  to  plan  participants,  the  fund  cannot  bear  the  expenses 
of  such  a  plan  in  excess  of  the  cost  of  issuing  dividend  checks. 

8»  For  example,  the  George  Putnam  Fund  of  Boston  charges  each  participant  in  its  dividend  investment 
plan  40  cents  per  transaction. 

40  The  dealer  concession  often  is  a  somewhat  smaller  portion  of  the  load  than  that  given  on  the  original 
purchase 
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-one  large  fund  assesses  on  each  account  for  investments  of  dividends.61 
Moreover,  sales  loads  are  calculated  as  a  percent  of  the  purchase 
prices.  Thus,  an  $85  sales  load  on  dividend  investments  of  $1,000 
annually  is  over  50  times  an  annual  transaction  charge  of  $1.60. 

The  practice  of  paying  fund  dealers  a  portion  of  the  sales  load  on 
dividend  investments  long  after  the  investor’s  original  purchase 
sometimes  produces  anomalous  consequences.  One  fund  shareholder 
complained  to  the  Commission  that  he  had  received  a  letter  from  a 


mutual  fund  dealer  with  whom  he  had  no  previous  contact  advising 
him  that  the  dealer  through  which  his  investment  program  was 
initiated  was  no  longer  in  business  and  that  the  principal  underwriter 
had  asked  the  inquiring  dealer  to  obtain  the  shareholder’s  consent  to 
receive  the  dealer  concession  on  dividends  automatically  invested  by 
him.  This  same  shareholder  also  notified  the  adviser-underwriter  of 
another  fund  in  which  he  held  shares  that  the  dealer  who  was  credited 
with  the  commissions  on  his  dividend  investments  “has  not  been  my 
broker  for  several  years”  and  has  had  “nothing  whatsoever  to  do  with 
the  reinvestments  involved.”  In  response,  the  adviser-underwriter 
offered  to  assign  the  account  “to  any  broker  of  your  choice.” 

Funds  have  followed  a  practice,  to  which  the  Commission  has  not 
objected,  of  not  delivering  prospectuses  in  distributions  of  new  fund 
shares  pursuant  to  dividend  investment  programs  where  the  divi¬ 
dends  are  payable  in  cash  or  securities,  at  the  shareholders’  option, 
because,  in  the  funds’  view,  they  are  not  “sales”  within  the  meaning 
of  the  Securities  Act.  The  exaction  of  a  sales  load  on  each  invested 
dividend  is  inconsistent  with  this  view.  Nor  can  such  loads  be 
justified  on  the  ground  that  they  are  necessary  incentives  to  “sell” 
dividend  investments.  Indeed,  these  loads  appear  to  deter  dividend 
investment.  A  sampling  by  the  Investment  Company  Institute 
showed  that  52.4  percent  of  all  dividends  were  invested  in  additional 
fund  shares,  but  that  the  investment  rate  for  the  funds  which  charged 
a  sales  load  on  such  investments  vras  only  29.9  percent. 

Many  shareholders  are  persuaded  to  enter  into  dividend  invest¬ 
ment  programs  in  the  normal  course  of  making  their  initial  invest¬ 
ment.  Sales  presentations  customarily  point  out  the  appreciation  in 
fund  investments  over  the  past  decade  and  demonstrate  the  greater 
appreciation  that  w'ould  have  been  possible  if  dividends  and  capital 
gain  distributions  had  been  invested.  Other  shareholders  enter 
into  dividend  investment  programs  after  their  original  purchase  in 
response  to  mail  solicitations  by  the  funds  themselves  rather  than  by 
the  dealers  and  salesmen  who  made  the  initial  sales.  Thus,  sales 
loads  on  dividend  investments  generally  are  neither  related  to  nor  jus¬ 
tified  by  any  special  selling  effort.  .  ,c  , 

Nor  can  sales  loads  on  dividend  investments  be  justified  as  com¬ 
pensation  for  the  ancillary  services  mutual  fund  dealers  sometimes 
provide  for  their  customers.  These  services  are  usually  informational 
in  nature  and  no  different  from  those  customarily  provided  by  broker- 
dealers  wdthout  charge  in  order  to  attract  and  retain  patronage.  1  le 
maintenance  of  such  continuing  customer  relationships  is  also  mipor- 
tant  to  dealers  in  mutual  funds,  since  existing  fund  shareholders  often 
are  the  best  prospects  for  new  sales. 


m  See  note  69  on  p.  215,  supra. 
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F.  THE  ADEQUACY  OF  EXISTING  STATUTORY  CONTROLS 

1.  Disclosure 

The  Securities  Act  in  effect  requires  that  a  current  prospectus  be 
delivered  to  purchasers  of  registered  securities  prior  to  or  at  the  time 
of  delivery  of  the  confirmation.62  In  the  mutual  fund  industry, 
prospective  purchasers  commonly  receive  copies  of  the  prospectus  at 
the  time  of  their  initial  contact  with  the  salesman.  Every  fund 
prospectus  discloses  the  amount  of  the  basic  sales  load  on  its  front 
cover  page.  In  addition,  the  body  of  the  prospectus  sets  forth  the 
basic  load,  the  reduced  loads  available  for  larger  purchases  and  the 
dealer  concessions.63  These  disclosures  reflect  the  application  to  the 
distribution  of  mutual  fund  shares  of  the  Securities  Act’s  general 
disclosure  requirements  with  respect  to  sales  compensation.64 

The  Investment  Company  Act  reflects,  however,  a  congressional 
judgment  that  the  disclosure  requirements  of  the  Securities  Act  are 
inadequate  safeguards  for  investment  company  shareholders.  In  the 
area  of  sales  loads,  as  in  other  areas  of  investment  company  activity, 
the  Act  supplements  disci osiue  with  additional  controls,  described 
below. 

2.  Approval  of  unaffiliated  directors 

Sales  loads  for  mutual  fund  shares  are  specified  in  underwriting 
agreements  between  the  funds  and  their  principal  underwriters.  The 
Act  requires,  among  other  things,  that  a  fund’s  underwriting  contract 
and  renewals  of  it  be  approved  by  a  majority  of  the  directors  who  are 
not  parties  to  the  contract  or  affiliated  persons  of  any  such  parties 
or  by  the  vote  of  a  majority  of  the  outstanding  voting  securities  of 
the  fund.65  If  the  contract  is  to  continue  in  effect  for  more  than  two 
years,  it  must  be  renewed  at  least  annually  by  the  directors,  including 
a  majority  of  the  unaffiliated  directors  or  by  vote  of  a  majority  of  the 
fund’s  outstanding  voting  securities.66 

Whatever  the  sales  load,  the  fund  receives  approximate  net  asset 
value  for  its  shares.67  This  fact  tends  to  reduce  the  interest  of  the 
fund’s  directors  in  the  amount  of  the  sales  load,  and  is  in  marked  con¬ 
trast  to  the  conventional  underwriting  situation.  There  existing  share¬ 
holders  and  their  managements  have  a  direct  immediate  interest  in  the 
size  of  the  underwriting  spread,  since  it  could  dilute  existing  share¬ 
holders’  equity  and  reduce  the  net  prices  sellers  obtain.  Hence  con¬ 
ventional  underwriters  and  sellers  bargain  with  each  other  over  the 
amount  of  such  compensation  as  adverse  parties.68  In  some  cases 
underwriting  compensation  is  determined  by  competitive  bidding.69 

3.  Statutory  limitations  on  sales  loads 

The  most  definite  statutory  limitation  on  sales  loads  relates  to  those 
charged  in  connection  with  the  sale  of  periodic  payment  plan  certifi- 


«  Secs.  2(10),  5(b). 

83  See  Registration  Form  S-5. 

84  See  pars.  17  and  18  of  schedule  A  of  the  Securities  Act. 

85  Act,  sec.  16(c). 

88  Act,  secs.  15(b)  and  15(c). 

87  Act,  secs.  2(a)(34),  22(a). 

8S  In  highly  speculative  markets,  the  combination  of  disclosure  and  negotiation  sometimes  has  provided 
an  ineffective  check  on  underwriting  compensation  for  unseasoned  securities.  The  NASD  has  undertaken 
to  review  all  such  offerings  for  the  purnose  of  evaluating  the  fairness  of  the  underwriting  arrangements. 
NASD  Manual  0-61.  Moreover,  underwriters’  compensation  is  limited  in  a  number  of  States.  See 
Loss  &  Cowett,  Blue  Sky  Law  67-68,  77-78,  329  (1958). 

8«  See  e.g.,  rule  50  under  the  Public  Utility  Holding  Company  Act  of  1935  (17  C.F.R.  sec.  250.50) ,  which 
requires  competitive  bidding  for  securities  of  companies  subject  to  the  Commission’s  jurisdiction  under 
that  statute. 
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cates  issued  by  contractual  plan  companies  for  the  purchase  of  mutual 
fund  shares  on  an  installment  basis.  The  Act  expressly  provides  that 
the  aggregate  sales  load  for  such  plans  cannot  exceed  9  percent  of  the 
total  payment  to  be  made  and  that  no  more  than  one-half  of  the  first 
year’s  payments  or  their  equivalent  can  be  deducted  for  sales  load.70 

With  respect  to  sales  loads  generally,  the  Act  does  not  impose 
express  statutory  limits.  What  it  does  is  to  give  the  Commission, 
the  NASD  and  any  other  securities  association  which  registers  under 
the  Exchange  Act71  ridemaking  authority  to  prevent  “unconscion¬ 
able  or  grossly  excessive”  sales  loads.  Section  22(b)  empowers  such 
associations  to  adopt  rides  precluding  “unconscionable  or  grossly  ex¬ 
cessive”  sales  loads  on  redeemable  investment  company  securities. 
Section  22(c)  authorizes  the  Commission  to  make  rules  and  regula¬ 
tions  applicable  to  principal  underwriters  and  dealers  “to  the  same 
extent,  covering  the  same  subject  matter  and  for  the  accomplishment 
of  the  same  ends”  enumerated  in  section  22(b).  Commission 
rules  would  supersede  those  of  the  association  and  obligate  fund 
underwriters  and  dealers  whether  or  not  they  are  members  of  the 
association.72 

The  Commission  has  not  adopted  any  rule  pursuant  to  this  author¬ 
ity.  The  NASD  has  adopted  a  rule  which  provides  that  no  member 
shall  participate  in  the  offering  or  sale  of  mutual  fund  shares  of  which 
it  is  a  principal  underwriter  if  the  public  offering  price  includes  a  sales 
load  “which  is  unfair,  taking  into  account  all  relevant  circumstances, 
including  the  current  marketability  of  such  security  and  all  expenses 
involved.”73  This  rule,  however,  has  not  been  applied  so  as  to 
affect  sales  load  levels  established  by  adviser-underwriters.74 


4.  Retail  price  maintenance 

Another  of  the  Act’s  statutory  controls  with  respect  to  sales  loads— 
section  22(d) — prohibits  dealers  from  selling  redeemable  investment 
company  securities  to  the  public  “except  at  a  current  offering  price 
described  in  the  prospectus.”  This  provision  effectively  prevents  any 
price  competition  among  dealers.  Dealers  must  adhere  rigidly  to  the 
offering  price  whether  the  shares  they  sell  are  newly  issued  or  already 
outstanding  if,  as  is  almost  always  the  case,  those  shares  belong  to 
a  class  that  is  currently  being  offered  to  the  public  by  or  through  a 
principal  underwriter. 

(a)  Background  of  section  22 (d) 

Section  22(d)  is  an  exception  to  the  usual  congressional  policy,  ex¬ 
pressed  in  the  antitrust  laws,  against  price  fixing.  No  comparable 


,  a  ten  eon  of  the  Act  reauires  face-amount  certificate  companies  to  maintain  certain 

M  on  taca-amnun,  aartmaatas. 

71  Sec.  15A.  See  p.  62,  supra. 

«  Ru!e226(d)  of  the  NA?D’s  Rules  of  Fak  Prance ^  Manual  the 

74  Sales  of  mutual  fund  shares  are  nearly  y  nnrehasine  mutual  fund  shares  from  the  fund  or  a 

NASD  Rules  of  Fair  Practice ,  forbids '  purchase  orders  already  received 

member  of  its  distribution [group  not  covered  by  the  N  ASD’s  5  percent 

<NASD  Manual  0-18.)  Nevertheless  suer to  f  mutual  fllnd  shares  are  treated  as  convcn- 

markup  policy.  For  purposes  of tha t  policy,  (NA8D  Manual  0-6.) 

tional  underwritings  which  are  45^  from* ^survey  of  markups  charged  in  1943  by  NASD  members  in 

The  NASD’s  markup  policy  resulted  from  a  sur  ey^^  b^is  thc  NASD  formulated  a  policy  as  to 

over-the-counter  transactions  with  retail ^customei ^whiPh  contemplates  that  for  most  transactions  markups 
what  constitutes  unfair  or  deemed  excessive.  The  NASD 

exceeding  6  percent  of  the  contemp  ,  / nn  k  nercent  markup  on  all  over-the-counter  transactions 

has  found  that  a  consistent  pr^ticeofch^King  a  fulls  per^nt  marKup  ^  u  l0  tie 

is  unfair  and  contrary to  Just  “^S^S.^^^ttacnstornSr  sells  a  security  and  immediately 
combined  charge  in  trail! sact  o  -  previously  noted,  in  fact  most  over-the-counter  trans- 

lowef  than  5  p«r«an..  Saa  p.  JU.  supra. 
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provision  was  in  the  bill  originally  proposed  to  Congress  by  the  Com¬ 
mission.75  The  proposal  was  first  suggested  by  the  industry  76  and  set 
forth  in  a  memorandum  of  agreement  between  the  Commission  and 
industry  representatives  submitted  to  Congress.77  Although  the 
legislative  history  is  silent  on  the  reasons  for  section  22(d),  it  appears 
to  have  been  a  response  to  the  conditions  in  the  industry  prior  to 
1940,  which  were  said  to  threaten  disruption  of  the  system  of  distribu¬ 
tion  through  dealers  under  contract  with  the  principal  underwriters. 

Prior  to  the  enactment  of  the  Act,  “contract  dealers” — those  who 
had  distribution  agreements  with  the  principal  underwriter — were 
at  a  competitive  disadvantage,  which  arose  in  two  ways.  First, 
they  were  obligated  to  sell  fund  shares  at  sales  loads  fixed  by  the  prin¬ 
cipal  underwriters  while  noncontract  dealers  were  free  to  sell  at 
whatever  price  they  chose.  Secondly,  underwriting  spreads  were 
higher  than  they  are  now,78  and  noncontract  dealers  were  able  to 
obtain  shares  either  directly  from  investors  or  from  an  over-the- 
counter  trading  market  in  redeemable  investment  company  securities 
at  prices  somewhat  lower  than  the  prices  that  contract  dealers  had 
to  pay  to  the  principal  underwriters,  which  prices  reflected  the  under¬ 
writing  spreads.79  Since  noncontract  dealers  were  thus  able  to  buy 
and  sell  more  cheaply  than  contract  dealers,  there  was  a  tendency  for 
dealers  to  cancel  their  contracts  with  principal  underwriters.  The 
legislative  history  fails  to  show  that  any  other  response  to  this  problem 
of  competitive  disadvantage — such  as  freeing  contract  dealers  to  meet 
price  competition  from  noncontract  dealers — was  considered. 

(b)  The  uniqueness  of  section  22(d) 

The  resale  price  maintenance  provisions  of  section  22(d)  are  an 
exception  to  the  general  rule  that  in  the  over-the-counter  markets 
charges  for  executing  transactions  are  subject  to  negotiation.80  In¬ 
deed  the  Exchange  Act  expressly  prohibits  registered  national  secu¬ 
rities  associations  from  adopting  rules  designed  to  fix  minimum  sales 
charges.81 


75  S.  3580,  76th  Cone..  3d  sess.  (1940). 

7«  Senate  Hearings  1057. 

77  Hearings  Before  a  Subcommittee  of  the  Committee  on  Interstate  and  Foreign  Commerce  of  the  House  of 
Representatives  on  H.R.  10065,  76th  Cong.  3d  sess.  (1940)  (“House  Hearings”)  99. 

78  Illustrative  are  the  principal  underwriter’s  spreads  in  1940  (and  1966)  on  shares  of  the  following  funds: 
Affiliated  Fund,  3  percent  (1.5  percent):  American  Business  Shares,  3.1  percent  (1.5  percent);  Broad  Street 
Investing  Corp.,  3  percent  (1.5  percent);  Bullock  Fund,  Ltd.,  3.66  percent  (2.66  percent);  Century  Shares 
Trust,  3  percent  (2.5  percent);  Fidelity  Fund,  3.4  percent  (1.5  percent);  Fundamental  Investors,  Inc.,  2.75 
percent  (1.75  percent);  Keystone  Custodian  Funds,  3.3  percent  (2.3  percent);  Massachusetts  Investors 
Trust,  2.5  percent  (no  change);  and  Wellington  Fund,  Inc.,  3  percent  (2  percent). 

7»  The  pre-1940  trading  market  is  described  in  the  Investment  Trust  Study,  pt.  2,  324-325.  That  study 
also  pointed  out  that  principal  underwriters’  prices  to  contract  dealers  were  “higher  by  about  1  percent  or 
more  than  the  trading  firms’  wholesale  offering  price.”  Id.  at  328. 

80  Although  underwritten  securities  are  almost  invariably  distributed  to  the  public  at  a  uniform  price 
to  ■which  all  participants  agree  to  adhere,  price  fixing  in  conventional  underwritings  of  securities  generally 
exists  only  for  very  short  periods.  As  soon  as  the  underwriters  dispose  of  the  block  that  they  have  under¬ 
taken  to  distribute,  a  free  market  appears  or,  if  the  issue  is  not  being  offered  to  the  public  for  the  first  time, 
reappears.  Limited  price  maintenance  for  a  short  term  has  been  deemed  legally  permissible  on  the  ground 
that  “the  underwriting  syndicate  is  an  ad  hoc  common  enterprise  limited  in  number  of  participants,  in 
purpose,  and  in  duration;  *  *  *  having  the  purpose  of  efficiently  promoting,  rather  than  restraining  trade.” 
United  States  v.  Morgan,  118  F.  Supp.  621, 690  (S.D.  N.Y.,  1953).  See  also  National  Association  of  Securities 
Dealers,  Inc.,  19  S.E.C.  424  (1945).  Mutual  fund  underwriters,  unlike  those  in  most  conventional  underwrit¬ 
ings,  do  not  bear  a  risk  that  they  may  be  unable  to  distribute  a  specific  amount  of  securities  at  the  offering 
price.  More  important,  distribution  of  mutual  fund  shares  is  a  continuous  selling  operation.  Accord¬ 
ingly,  retail  price  maintenance  for  mutual  fund  shares  lasts  perpetually.  Fund  retailers  are  competitors, 
not  participants  in  a  common  enterprise  of  limited  duration. 

si  §ec.  15(A)  (b)(8)  of  the  Exchange  Act  provides  that  the  rules  of  a  registered  national  securities  association 
must  “provide  safeguards  against  unreasonable  profits  or  unreasonable  rates  of  commissions  or  other  charges, 
and,  in  general,  to  protect  investors  and  the  public  interest,  and  to  remove  impediments  to  and  perfect  the 
mechanism  of  a  free  and  open  market,”  but  states  that  such  rules  must  not  be  designed  “to  impose  any 
schedule  of  prices,  or  to  impose  any  schedule  or  fix  minimum  rates  of  commissions,  allowances,  discounts, 
or  other  charges.” 
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Minimum  commission  rate  schedules  of  course  do  govern  trans¬ 
actions  effected  on  national  securities  exchanges.  This  system  has 
existed  ever  since  the  founding  of  the  New  York  Stock  Exchange  in 
1792,  and  Congress  apparently  concluded  not  to  disturb  it  when  the 
Securities  Exchange  Act  of  1934  was  adopted.  In  addition  to  his¬ 
torical  factors,  minimum  commission  rate  schedules  have  been  re¬ 
garded  by  the  exchange  community  as  necessary  to  the  orderly  func¬ 
tioning  of  the  central  auction  market  on  exchanges  and  to  support 
the  exchanges'  extensive  selt-regidatory  responsibilities  under  the  .ex¬ 
change  Act.  It  has  been  suggested  that  if  there  were  no  fixed  differ¬ 
ential  between  the  commissions  charged  by  exchange  members  not  on 
the  floor  and  the  commissions  paid  by  them  82  — as  would  probably  be 
the  case  absent  a  commission  rate  schedule — securities  firms  not 
represented  on  the  exchange  floor,  which  include  a  substantial  number 
of  exchange  members,  would  have  no  incentive  to  retain  membership 
or  to  submit  to  the  self-regulatory  and  disciplinary  functions  of  the 
exchange.  These  considerations,  whatever  their  merits,  are  inappli¬ 
cable  to  the  distribution  of  mutual  fund  shares. 

Exchange  minimum  commission  rates  differ  from  resale  price 
maintenance  for  mutual  fund  shares  in  several  other  important 
respects.  First,  as  noted,  exchange  commission  rates  are  significantly 
lower — even  on  a  round-trip  basis — than  mutual  fund  sales  loads. 
Second,  exchange  minimum  commission  rates  do  not  apply  to  dealers 
who  are  not  exchange  members,  but  the  retail  price  maintenance 
provisions  of  section  22(d)  require  that  ail  sales  of  mutual  fund  shares 
by  all  dealers  be  at  “a  current  offering  price  described  in  the  pro¬ 
spectus.”  Third,  under  the  Exchange  Act  to  protect  the  interest  of 
investors  the  Commission  is  authorized  to  alter  or  supplement  exchange 
rules  relating  to  the  fixing  of  reasonable  rates  of  commission.83  In 
contrast,  section  22(d)  specifically  requires  resale  price  maintenance  by 
all  mutual  fund  dealers  at  rates  fixed  by  principal  underwriters,  subject 
only  to  the  caveat  of  sections  22(b)  and  (c)  that  the  Commission  may 
by  rule  prohibit  sales  loads  which  are  “unconscionable  or  grossly 

GXCGSS1 VB.  * , 

The  retail  price  maintenance  provisions  of  section  22(d)  also  differ 
from  State  fair  trade  laws  which  validate  certain  types  of  contracts 
and  restrictions  on  the  alienability  of  chattels  that  would  be  unen¬ 
forceable  in  the  absence  of  express  legislative  enactments.84 

Fair  trade  statutes  leave  the  initiative  for  creating  and  for  enforcing 
resale  price  maintenance  entirely  with  the  manufacturer.  Price 
cutting  is  not  made  a  crime  and  no  enforcement  agency  acts  to  prevent 
it.  For  this  reason,  the  enforcement  of  State  fair  trade  taws  is  often 
sporadic  or  ineffective.  By  contrast,  section  22(d)  is  a  flat  statutory 
prohibition,  violations  of  which  are  subject  to  all  of  the  sanctions  con¬ 
tained  in  the  Act,  including  disciplinary  proceedings  by  the  Commis¬ 
sion  or  by  the  NASD.  A  retail  dealer  who  willfully  sold  mutual  fund 


82  See  note  60  on  p.  168,  supra. 

82  Exchange  Act,  sec.  19(b)(9).  Miller-Tvdings  amendment  to  the  Sherman  Act  passed  in 

pric^^'ther^le  of^oominodtty1*8**  contracts  or  agreements  of  that  description  are  lawful  [in 

the  State  of  resale].” 
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shares  at  prices  below  those  stated  in  the  fund  prospectus  could  have 
his  broker-dealer  registration  revoked  by  the  Commission.85 

5.  Conclusions  and  recommendations 

In  1940  the  Commission  was  of  the  opinion  that  the  sales  load 
question  should  be  left  “for  the  present,  at  least,  *  *  *  to  competition 
among  the  different  distributors.”  86  The  growth  and  size  of  the 
industry  have  now  reached  the  point  where  a  reexamination  of  this 
question  is  necessary.  More  than  a  quarter  of  a  century  of  experience 
shows  that  the  sort  of  competition  which  in  fact  generally  prevails, 
i.e.,  competition  among  principal  underwriters  for  the  favor  of  retail 
dealers  rather  than  price  competition  among  retail  dealers,  has  had 
the  effect  of  raising  rather  than  lowering  prices  to  the  investor.  This 
reflects  the  industry  view  that  mutual  fund  shares  are  sold,  not  bought. 
Retail  dealers  in  and  salesmen  of  fund  shares  are  viewed  as  the  key 
figures  in  the  distribution  process.  Most  fund  managers  believe  that 
to  achieve  maximum  sales  of  new  shares  they  must  make  the  sales 
loads  on  such  shares  as  attractive  as  they  possibly  can — not  to  the 
investors  who  buy  them  but  to  the  dealers  and  salesmen  who  sell  them. 

Competition  of  this  type  has  resulted  in  mutual  fund  sales  charge 
levels  which  are  far  in  excess  of  those  investors  pay  to  acquire  other 
types  of  securities.  The  costs  of  investing  in  securities  through  the 
medium  of  load  funds  amount  to  nearly  10  percent  of  the  amount 
invested.87  In  the  Commission’s  view  the  sales  charges  bear  no 
reasonable  relationship  to  the  cost  of  investing  in  other  types  of 
securities. 

The  failure  of  competition  among  principal  underwriters  to  bring 
price  benefits  to  mutual  fund  investors  is  in  part  attributable  to  the 
retail  price  maintenance  provisions  of  section  22(d).  In  a  freely 
competitive  market  the  load-raising  effects  of  the  vigorous  competition 
among  principal  underwriters  for  the  favor  of  dealers  and  salesmen 
could  be  restrained  by  countervailing  downward  pressures  stemming 
from  price  competition  among  retailers  for  investor  patronage.  By 
precluding  price  competition  at  the  retail  level,  section  22(d)  suppresses 
the  downward  pressures  that  normal  market  forces  might  otherwise 
exert. 

Because  of  section  22(d),  the  investor  who  is  already  convinced  of 
the  investment  merits  of  mutual  fund  shares  and  has  already  decided 
to  buy  a  particular  fund’s  shares  must — if  he  chooses  a  load  rather 
than  a  no-load  fund — pay  sales  charges  designed  to  cover  selling 
efforts  that  he  does  not  want,  does  not  need,  and  does  not  get.  Sim¬ 
ilarly,  the  retail  dealer  who  seeks  to  expand  the  volume  of  his  business 
in  the  traditional  free  enterprise  way  by  selling  fund  shares  at  lower 
prices  cannot  do  so. 

The  disparity  between  the  prevailing  level  of  compensation  for 
selling  mutual  fund  shares  and  the  prevailing  level  of  sales  compen¬ 
sation  for  other  securities  has  consequences  which  extend  beyond  the 
matter  of  costs  to  mutual  fund  investors.  These  disparities  lead 
securities  firms  and  their  salesmen  to  recommend  and  sell  mutual  fund 
shares  rather  than  other  shares.  While  mutual  fund  shares  are  a 


u  On  broker-dealer  registration  generally,  see  pp.  61  and  63,  supra.  The  Commission,  after  notice 
and  opportunity  for  hearing,  may  revoke  the  registration  of  a  broker-dealer  and  impose  sanctions  upon 
persons  associated  with  the  firm  if  it  finds,  among  other  things,  that  there  has  been  a  willful  violation  of 
any  provision  of  the  Investment  Company  Act. 

Senate  Hearings  290. 
w  See  p.  205,  supra. 
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valuable  medium  for  equity  investment,  they  are  not,  under  all 
circumstances  and  for  all  persons,  the  only  desirable  medium;  and 
it  is  in  the  public  interest  that  securities  firms  and  their  salesmen, 
insofar  as  possible,  present  varying  investment  opportunities  to  their 
customers  without  their  judgment  as  to  what  is  best  for  the  particular 
customer  being  unduly  influenced,  perhaps  subconsciously,  by  major 
differences  in  sales  compensation.  Furthermore,  some  degree  of 
equalization  in  the  level  of  compensation  for  selling  different  types  of 
securities  may,  without  deterring  the  active  sale  of  mutual  fund 
shares  by  dealers,  avoid  a  possible  distortion  of  investment  decisions 
and  a  resulting  impact  upon  the  functioning  of  the  markets  for  reasons 
extraneous  to  relative  investment  merit. 

For  all  these  reasons  the  Commission  has  concluded  that  mutual 
fund  sales  charges  should  be  lowered. 

The  Commission  has  considered  achieving  this  objective  by  pro¬ 
posing  an  amendment  to  the  retail  price  maintenance  provisions 
of  section  22(d)  so  as  to  remove  the  barrier  to  retail  price  competition 
in  the  sale  of  mutual  fund  shares.  This  would  enable  retail  dealers  to 
attract  customers  by  offering  lower  prices.  Such  a  proposal  could  be 
coupled  with  a  prohibition  against  principal  underwriters  that  dis¬ 
tribute  fund  shares  through  independent  dealers  refusing  to  deal  with 
retailers  because  the  retailers  sell  shares  at  prices  below  a  maximum 
offering  price  stated  in  the  prospectus.  And  to  prevent  discrimination 
against  small  dealers  or  favoritism  to  dealers  who  chiefly  sell  their 
fund  shares,  principal  underwriters  could  be  precluded  from  selling 
fund  shares  at  different  prices  to  different  dealers. 

The  advantages  of  such  a  step  would  be  that: 

(1)  It  is  in  the  competitive,  free  enterprise  tradition;  and 

(2)  It  would  allow  the  proper  level  of  sales  loads  to  be  deter¬ 
mined  by  the  freely  acting  forces  of  retail  price  competition. 

The  possible  disadvantages  of  such  a  step  are: 

(1)  The  introduction  of  free  competition  might  at  least  temporarily 
favor  captive  organizations  that  are  the  sole  distributors  of  the  fund 
shares  they  sell.  While  indirect  competition  resulting  from  public 
awareness  of  lower  sales  charges  for  shares  of  other  mutual  funds 
would  in  all  probability  eventually  force  captive  organizations  to 
reduce  their  prices,  captive  organizations  would  for  a  time  enjoy  an 
unwarranted  disparity  in  sales  compensation.  They  might  be  able 
to  attract  salesmen  away  from  independent  dealers  who  would  be 
subject  to  direct  price  competition.  Many  principal  underwriters 
might  abandon  distribution  through  independent  dealers  in  favor  of 
captive  sales  organizations.  Thus,  if  the  Act  be  amended  to  permit 
price  competition  in  the  sale  of  mutual  fund  shares,  the  Commission 
should  be  authorized  to  adopt  rules  designed  to  bring  the  captives^ 
charges  into  line  with  sales  charges  paid  by  purchasers  of  dealers 

distributed  fund  shares.  ,  ,  .  .  . 

(2)  Retail  price  competition  would  permit  knowledgeable  investors 
to  purchase  mutual  fund  shares  at  sales  loads  substantially  lower  than 
those  now  prevailing,  but  others— among  them  those  most  in  need  ot 
protection— might  save  little  or  nothing.  This  disadvantage  is  miti¬ 
gated  by  the  likelihood  that  dealers,  rather  than  nskmg  their  good 
business  reputation,  would  charge  the  same  prices  to  all  of  their 
customers  who  invest  the  same  amount  in  shares  of  a  particular  tuna. 
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These  disadvantages  could  be  avoided  by  establishing  permissible 
maximum  loads.  A  fixed  maximum  would  lower  the  sales  charges 
paid  by  nearly  all  mutual  fund  investors  and  would  give  no  com¬ 
petitive  advantage — even  temporarily — to  captive  sales  organiza¬ 
tions  over  independent  dealers.  Moreover,  the  mutual  fund  industry 
has  operated  for  over  a  quarter  of  a  century  under  the  anticompetitive 
protection  against  price  competition  afforded  by  section  22(d).  A 
maximum  sales  load  would  avoid  any  unsettling  and  unforeseeable 
effects  which  abolition  of  retail  price  maintenance  might  have  on  the 
broker-dealer  community  and  would,  at  the  same  time,  reduce  the 
disparity  between  the  sales  charges  that  investors  pay  for  mutual 
fund  shares  and  those  that  they  pay  for  other  securities. 

Accordingly,  the  Commission  recommends  that  the  Act  be  amended 
to  provide  that — 

(1)  Sales  charges  for  mutual  fund  shares  may  not  exceed  5 
percent  of  their  net  asset  value  at  the  time  of  sale. 

(2)  The  Commission  be  given  express  authority  to  vary  the 
statutory  maximum  by  rule  or  regulation,  or,  after  notice  and 
opportunity  for  hearing,  by  order. 

The  5  percent  maximum  would  result  in  substantial  reductions  in 
the  sales  charges  currently  paid  by  mutual  fund  investors.  Yet  the 
permitted  compensation  for  selling  effort  would  still  exceed  the  sales 
charges  investors  pay  to  acquire  other  securities  in  almost  all  transac¬ 
tions.  Some  may  think  a  5  percent  sales  charge  too  high,  especially 
in  view  of  the  continued  prohibition  of  price  competition.  In  the 
Commission’s  view  the  most  feasible  alternative  to  such  a  maximum  is 
to  permit  retail  sales  charge  levels  to  be  determined  by  free  competi¬ 
tive  forces. 

Under  the  proposed  rulemaking  authority,  the  Commission  could 
provide  for  discounts  for  quantity  purchases  of  mutual  fund  securities 
so  as  to  reduce  the  disparity  that  would  remain — even  with  a  5  per¬ 
cent  sales  charge  maximum — between  mutual  fund  sales  charges  and 
charges  for  purchases  of  other  securities  when  relatively  large  sums 
of  money  are  involved.  The  Commission  also  could  vary  the  maxi¬ 
mum  sales  loads  established  by  statute  or  rule  when  necessary  or 
appropriate  in  the  public  interest  and  consistent  with  the  protection 
of  investors. 

The  above  proposal  also  contemplates  that  sales  charges  will  be 
calculated  as  a  percentage  of  the  amount  invested  in  the  fund,  the 
usual  method  of  calculating  sales  charges  in  the  securities  industry, 
rather  than  as  a  percentage  of  the  offering  price.  This  method  of 
computation  w'ould  enable  investors  to  compare  more  easily  the  sales 
charges  for  fund  shares  with  the  charges  for  buying  other  securities. 

Finally,  the  Commission  also  recommends  that  section  22(c)  be 
amended  to  empower  the  Commission  to  ban  anomalous  practices, 
such  as  loads  on  investments  of  dividends,  which  result  in  inequitable 
charges  to  investors. 

G.  CONTRACTUAL  PLANS 

1.  Introduction 

Many  investors  buy  mutual  fund  shares  on  a  periodic  or  installment 
basis  by  investing  relatively  small  amounts  of  money  at  monthly  or 
other  periodic  intervals.  The  two  types  of  installment  programs  for 
purchasing  fund  shares  are  commonly  referred  to  as  “the  voluntary 
plan”  and  “the  contractual  plan.” 
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The  voluntary  plan  is  a  relatively  simple  arrangement  for  accumulat¬ 
ing  shares  of  a  particular  mutual  fund  and  provides  for  a  series  of  pur¬ 
chases  over  a  specified  period  of  time.  Typically,  only  the  sales  load 
normally  charged  for  purchases  of  that  fund’s  shares — usually  S.5 
percent — is  deducted  from  the  amount  of  each  purchase. 

Contractual  plans  are  more  complex.  Their  distinguishing  and  most 
important  feature  is  their  sales  load  arrangements.  Aggregate  sales 
loads  paid  by  contractual  plan  investors  who  complete  their  plans  are 
about  the  same  as  those  paid  by  other  purchasers  of  load  fund  shares. 
However,  one-half  of  the  planholder’s  first  12  monthly  payments  or 
their  equivalent  usually  is  deducted  for  the  sales  load.  This  feature  is 
known  as  the  “front-end  load.”  On  installments  subject  to  the  front- 
end  load  investors  pay  a  sales  charge  which  is  about  six  times  as  much 
as  they  would  pay  on  the  same  investment  in  the  same  mutual  fund 
through  either  “lump  sum”  or  voluntary  plan  purchases  at  normal 
sales  load  levels. 

Contractual  plans  for  selling  mutual  fund  securities  were  first 
offered  to  the  public  in  1930.  Only  five  companies  offered  them  in 
that  year.  By  1936  over  40  companies  were  doing  so.  The  Com¬ 
mission’s  Investment  Trust  Study  found  that  many  problems  existed 
respecting  such  plans — then  commonly  referred  to  as  “installment 
investment”  or  “periodic  payment”  plans.  That  study  focused 
particular  attention  on  selling  practices  and  excessive  sales  charges. 
Total  loading  charges  on  completed  contractual  plans  averaged  13.39 
percent  and  in  some  cases  amounted  to  20  percent  of  the  amount  to 
be  invested.  All  or  most  of  the  first  year’s  payments  usually  were 
deducted  for  sales  load  and  other  charges,  leaving  the  plan  purchaser 
with  little  or  no  net  investment  during  the  first  year.  Some  plans 
provided  for  payments  of  as  little  as  $5  a  month,  and  a  relatively 
large  proportion  of  purchasers  in  that  category  sustained  heavy  losses 
through  early  redemptions.88 

These  were  among  the  abuses  that  led  to  the  enactment  of  section  27 
of  the  Act,89  which,  among  other  things,  limits  the  sales  load  to  9  percent 
of  the  total  proposed  payments  on  contractual  plans  (the  only  class  of 
equity  securities  for  which  Congress  has  specified  a  maximum  sales 
charge).  The  section  also  limits  the  rate  at  which  this  sales  charge 
can  be  deducted  from  the  purchaser’s  payments  to  no  more  than  50 
percent  on  the  first  12  installments  or  their  equivalent. 

Following  the  passage  of  the  Act  in  1940,  sales  of  contractual  plans 
declined,  and  all  but  5  of  the  40  companies  then  selling  such  plans 
abandoned  this  phase  of  the  securities  business.  A  significant  in¬ 
crease  in  contractual  plan  sales  did  not  take  place  until  the  early 
1950’s.  Since  then  there  has  been  a  marked  resurgence  of  the  con¬ 
tractual  plan  method  of  selling  mutual  fund  shares.  This  revival  has 
been  stimulated  by  the  generally  rising  levels  of  equity  security 
prices,  by  aggressive  selling,  and  by  the  increased  interest  of  retail 
dealers  in  the  front-end  sales  load.  At  the  end  of  1965  the  shares  of 
more  than  60  mutual  funds,  including  some— but  by  no  means  all  of 
the  oldest  and  largest  in  the  country,  could  be  purchased  through 

C°Before  1955  contractual  plans  were  sold,  almost  without  exception, 
by  captive  sales  organizations  maintained  by  principal  underwriters 

M  See  Investment  Trust  Study,  Supplemental  Report  on  Compand  Spooring  Installment  Investment 
PtawVH.R.  Doc.  No.  482,  76th  Cong.,  3d  sess.  (1940)  47-107,  185-189. 

89  See  Senate  Report  8-10. 
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of  the  plans.  Since  then  a  considerable  number  of  new  contractual 
plans  have  been  offered  for  retail  distribution  through  independent 
dealers.  While  a  majority  of  contractual  plan  companies  now  utilize 
independent  dealers,  captive  sales  organizations  continue  to  account 
for  most  of  the  dollar  volume  of  contractual  plan  sales.  During  1964 
about  15  of  these  organizations  accounted  for  two- thirds  of  new 
contractual  plan  sales.  At  the  end  of  that  year  all  such  organizations 
accounted  for  an  estimated  three-quarters  of  all  payments  made  on 
all  outstanding  contractual  plans  and  for  an  estimated  two-thirds  of 
all  payments  scheduled  to  be  made  on  such  plans.90 

At  the  end  of  September  1949,  investors  owned  26,000  contractual 
plan  accounts.  They  provided  for  payments  totaling  $93  million, 
one-third  of  which  had  been  paid.91  By  the  end  of  1965,  there  were 
about  1.3  million  contractual  plan  accounts92  which  provided  for 
payments  totaling  $7.3  billion,  of  which  $3.1  billion  had  been  paid.93 
The  net  asset  value  of  all  contractual  plan  companies  at  June  30,  1966, 
was  $3.5  billion  or  9.1  percent  of  the  mutual  fund  industry’s  $38.2 
billion  net  assets.94  Conservatively  estimated,  however,  contractual 
planholders  account  for  more  than  one-fourth  of  the  3.5  million  mutual 
fund  investors.98 

The  sale  of  front-end  load  plans  is  prohibited  or  sharply  limited  in 
four  States — Illinois,  Ohio,  Wisconsin,  and  California.96  Neverthe¬ 
less,  California  accounts  for  more  mutual  fund  sales — on  both  a  total 
and  a  per  capita  basis — than  any  other  State.97 

In  contrast,  all  States  permit  the  sale  of  voluntary  plans.  The 
popularity  of  the  voluntary  plan,  which  was  first  sold  in  1950,  has  been 
growing  rapidly.  As  of  mid-1960  there  were  an  estimated  670,000 
voluntary  plans  in  force  (51  percent  of  all  accumulation  plans),  as 
contrasted  with  an  estimated  638,000  contractual  plans  (49  percent  of 
all  accumulation  plans).  At  the  end  of  1965,  the  number  of  voluntary 
plans  had  grown  to  an  estimated  1.4  million98  or  52  percent  of  all 
accumulation  plans. 

The  great  majority  of  mutual  funds — 220  (including  36  no-load 
funds)  of  the  242  listed  in  one  mutual  fund  compilation99 — offered 
voluntary  plans  for  the  accumulation  of  their  shares  in  1965.  The 
shares  of  182  of  these  242  funds  are  not  offered  through  contractual 
plans.  The  shares  of  53  funds  may  be  purchased  on  an  installment 


90  Source:  Investment  Company  Institute. 

Association  of  Mutual  Fund  Plan  Sponsors,  Inc.,  The  Origin  and  History  of  the  Contractual  Plan 
(“Origin  and  History”)  10  (1960). 

92  Source:  Association  of  Mutual  Fund  Plan  Sponsors,  Inc.  Contractual  plan  companies  also  reported 
having  an  additional  227,000  single  payment  plan  accounts. 

93  Source:  Association  of  Mutual  Fund  Plan  Sponsors,  Inc.  Single  payment  plans  (defined  in  note 
104,  on  p.  226„  infra.)  as  well  as  installment  payment  plans  are  included  in  these  payments  figures. 

98  The  Investment  Company  Institute  estimates  that  during  the  years  1960-65,  contractual  accumulation 
plans  have  accounted  for  from  8.1  percent  (in  1965)  to  11.8  percent  (in  1962)  of  capital  inflow  to  the  mutual 
fund  industry.  These  figures  exclude  capital  inflow  from  the  reinvestment  of  capital  gains  distributions, 
and  for  contractual  plans  do  not  take  into  account  reinvested  income  dividends. 

95  The  Investment  Company  Institute  has  estimated  that  at  the  end  of  1965  the  6.7  million  shareholder 
accounts  reported  to  it  by  member  companies  were  owned  by  3.5  million  shareholders.  Even  allowing  for 
substantial  duplication  among  the  1.3  million  contractual  plan  accounts— representing  those  persons  who 
simultaneously  make  payments  on  two  or  more  uncompleted  contractual  plans — it  appears  that  more  than 
25  percent  of  the  estimated  3.5  million  fund  shareholders  have  invested  through  contractual  plans. 

See  Special  Study,  pt.  4,  168-169.  Several  other  States,  including  Kansas,  Massachusetts,  and  North 
Dakota,  require  that  contractual  plan  purchasers  be  advised  that  they  have  a  right  to  redeem  their  con¬ 
tractual  plan  certificate  within  30  days  of  the  initial  payment  and  to  receive  a  total  refund  of  it.  This  refund 
privilege  also  is  offered  to  purchasers  in  other  States  by  plan  sponsors  who  are  members  of  the  Association 
of  Mutual  Fund. PI®11  Sponsors,  Inc.,  which  has  adopted  this  requirement  in  its  Code  of  Ethical  Business 
Conduct. 

92  Source:  Investment  Company  Institute. 

98  Source:  Investment  Company  Institute. 

99  Arthur  Wiesenberger  &  Co.,  Mutual  Funds  Charts  and  Statistics,  1966. 
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basis  through  either  contractual  or  voluntary  plans,  and  the  shares 
of  another  7  are  available  through  contractual  plans  but  not  through 
voluntary  plans.100 

2.  Profile  oj  the  contractual  plan 

{a)  Structure 

The  securities  commonly  known  as  contractual  plans  and  referred 
to  in  the  Investment  Company  Act  as  “periodic  payment  plan  certif¬ 
icates”  101  are  issued  by  investment  companies  of  the  unit  trust  type  10? 
(“contractual  plan  companies”).  With  a  few  exceptions,  the'  port¬ 
folios  of  these  contractual  plan  companies  consist  solely  of  the  shares 
of  a  particular  underlying  mutual  fund.103  These  certificates  are 
securities  “providing  for  a  series  of  periodic  payments  by  the  holder, 
and  representing  an  undivided  interest  in  certain  specified  securities 
or  in  a  unit  or  fund  of  securities  purchased  wholly  or  partly  with  the 
proceeds  for  such  payments.”  104 

Holders  of  contractual  plan  certificates  (“contractual  planholders”) 
obtain  portfolio  diversification  and  professional  investment  manage¬ 
ment  just  as  other  mutual  fund  investors  do.  Contractual  plan- 
holders,  however,  get  those  benefits  indirectly — through  the  plan 
company’s  underlying  mutual  fund  shares — rather  than  from  the 
plan  company  itself.  When  the  plan  companies  buy  shares  of  their 
underlying  mutual  funds,  they  pay  no  sales  load.105  No  advisory  fee 
is  charged  by  the  sponsor  of  the  contractual  plan  company,  but  such  a 
fee  is  charged  by  the  adviser  to  the  underlying  fund  and  is,  in  effect, 
paid  by  the  contractual  planholder. 

While  contractual  planholders  do  not  directly  own  the  underlying 
securities  purchased  with  the  proceeds  of  payments,  each  planholder 
has  a  beneficial  pro  rata  interest  in  the  plan  company’s  portfolio. 
When  the  planholder  redeems  his  certificate,  he  may  receive  the  cash 
value  of  his  pro  rata  interest  or,  at  his  option,  shares  of  the  underlying 
fund  equivalent  to  his  pro  rata  interest.  This  interest  is  recorded 
on  each  planholder’s  account  in  terms  of  the  number  of  whole  and 
fractional  shares  of  the  underlying  mutual  fund,  and  accretions 
thereon,  acquired  with  the  proceeds  of  his  payments  after  deduction 
of  the  sales  load  and  other  charges. 

The  plan  company  must  deposit  the  underlying  securities  with  a 
qualified  bank  which  serves  as  trustee  or  custodian.  The  custodian 
bank  holds  the  funds  received  for  investment,  the  underlying  securities 
purchased  with  such  funds  and  the  income  upon  and  accretions  to 


On  June  30, 1966, 90  contractual  plan  companies  with  total  net  assets  of  $3.5  billion  were  registered  with 

1 ! ' i» i f A c t , ' secs.°2(a )  ( 26 ) ,  27.  They  are  also  known  as  “periodic  payment  plans,”  “installment  investment 
plans”  and  “systematic  accumulative  plans.” 

O ne^on t rac t  u  al  nian  company  formed  prior  to  the  passage  of  the  Act  is  of  the  management  type  (Com¬ 
monwealth  Fund  Indenture  of  Trust  Plan  A  and  Plan  B).  Another  management  company  which  issues 
periodic  payment  plan  certificates  is  Insurance  Securities  Trust  Fund.  See  pp.  204-205,  supra.  Its  certin- 

CaiMSThree<cMitralctualt plan  companies  invest  equal  portions  of  the  proceeds  from  the  sale  of  plan  certificates 
in  specified  equity  securities.  Since  management  discretion  is  completely  eliminated,  investors  in  these 
plans  pay  no  advisory  fee  of  any  sort.  These  three  companies  are  pure  unit  trusts.  .  .  , 

P  iw  Act  sec.  2(a) (26).  This  section  further  defines  periodic  payment  plan  certificates  so  as  to  include 
other  securities  issued  by  the  contractual  plan  company  the  holders  of  which  have  substantially  the  same 
rights  and  privileges  as  persons  who  have  completed  all  payments  on  those  of  the  issuer  s  securities  which 
nrnvide  for  a  series  of  periodic  payments.  Single  payment  plans,  falling  within  this  definition,  are  usually 
alTi^ed  by^nti^Cplan^mpanies.  They  are  usually  sold  in  denominations  of  $500  and  up.  Since 
single  payment  plans  are  sold  at  normal  sales  loads,  they  are  not  discussed  in  this  chapter.  Statistics 
presented  in  this  report  with  respect  to  contractual  plan  investment  do  not  include  single  payment  plans 

^“‘Ise^ral'e'wd-KO  under  sec.  22(d)  of  the  Act  (17  C.F.R.  sec.  270.22(d)-! (0). 
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them.106  It  also  provides  administrative  and  bookkeeping  services. 
The  custodian’s  compensation  comes  from  a  service  fee  deducted  from 
the  planholders’  monthly  payments.  Generally,  this  ranges  from 
1  to  3  percent  of  each  payment.  If  a  planholder  ceases  to 
make  payments,  the  custodian  normally  deducts  its  fee  from  the 
planholder’s  pro  rata  portion  of  the  plan’s  income  or,  if  that  is  in¬ 
sufficient,  from  his  pro  rata  portion  of  the  plan’s  capital. 

The  contractual  plan  company  is  a  legal  entity— in  the  nature  of 
an  escrow  or  a  stakeholding  device — which  is  distinct  from  its  under¬ 
lying  fund.  It  must  register  separately  with  the  Commission  as  an 
investment  company;  its  periodic  payment  plan  certificates  must  be 
registered  under  the  Securities  Act  of  1933;  and  the  purchasers  of 
these  certificates  must  receive  a  plan  prospectus.  Since  the  offer  of  a 
contractual  plan  certificate  also  constitutes  an  offer  of  the  underlying 
fund’s  shares,  the  Securities  Act  requires  that  the  underlying  fund’s 
prospectus  also  be  delivered  to  investors.107 

(b)  Distribution 

The  contractual  plan  company  is  almost  always  established  or 
created  by  an  organization,  known  as  the  “plan  sponsor,”  which  acts 
as  the  plan  company’s  principal  underwriter.  As  noted,  some  plan 
sponsors  sell  exclusively  through  their  own  retail  sales  forces;  others 
act  only  as  wholesale  distributors  who  utilize  a  large  number  of  inde¬ 
pendent  dealers  to  retail  the  plan  certificates,  and  some  plan  sponsors 
combine  these  two  methods  of  distribution  in  varying  degrees. 

For  some  plan  sponsors  the  expectation  of  profit  from  the  sale  of 
plan  certificates  furnishes  their  primary  financial  motive  for  estab¬ 
lishing  the  plan  companies.  Most  plan  sponsors,  however,  are  also 
the  principal  underwriter  of  their  plan’s  underlying  mutual  fund  and 
are  affiliated  with  that  fund’s  investment  adviser.  Proceeds  of  plan 
payments  invested  in  shares  of  the  underlying  fund  increase  that 
fund’s  net  assets  and  the  advisory  income  flowing  to  its  adviser. 
Because  of  the  potential  for  increased  revenue  from  advisory  fees, 
a  few  funds  sell  shares  at  net  asset  value  to  contractual  plan  com¬ 
panies  sponsored  by  firms  unaffiliated  with  the  fund’s  own  adviser- 
underwriter.108 

(c)  Operation  or  mechanics  of  the  contractual  plan 

(i)  Goal  and  schedule.- — Contractual  plans  have  been  described  as 
formal  plans  because  they  provide  for  a  goal  of  investing  a  specified 
amount  of  money  over  a  long,  fixed  period,  ranging  from  5  to  25 
years,  and  a  schedule  of  uniform  monthly  or  other  periodic  payments 
to  achieve  that  goal.  Over  two-thirds  of  the  plans  provide  for  pay¬ 
ments  to  be  made  over  10  years,  and  the  second  most  frequent  period 
is  1234  years.109  Most  typical  is  the  plan  certificate  which  provides  for 
investing  $3,000  by  making  monthly  payments  of  $25  over  a  10-year 
period. 

At  the  time  the  investor  purchases  the  certificate,  he  determines 
how  much  he  expects  to  invest  each  month.  Plans  are  available 
which  provide  for  monthly  payment  units  ranging  from  as  much 

■«>  Act,  secs.  26(a)  (1),  (2),  (3),  and  27(c). 

i°7  See  rule  140  under  the  Securities  Act  (17  C.F.R.  sec.  230.140). 

108  See  rule  22d-l(f)  under  the  Act  (17  C.F.R.  sec.  270.22d-l) (0 . 

io®  At  least  11  contractual  plan  companies’  certificates  provide  for  payments  over  a  12^  year  period. 
See  Arthur  Wiesenberger  &  Co.,  Investment  Companies  (1966  ed.)  133. 
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as  $2,000  to  as  little  as  $10,  the  minimum  payment  permitted  by  the 
Act.110  A  majority  of  contractual  plans  provide  for  minimum  monthly 
payments  of  $20  or  $25.  The  Special  Study  found  that  the  $25  per 
month  payment  unit  was  most  common  and  that  only  one  out  of  every 
ten  certificates  called  for  payments  of  more  than  $50  per  month.* * 111 
Most  contractual  plan  companies  require  an  initial  payment  which 
amounts  to  two  monthly  payment  units.112 

^  Although  the  commonly  used  shorthand  designations  such  as 
“contractual”  plan  and  “periodic”  or  “systematic”  investment  plan 
suggest  obligation  on  the  purchaser  to  adhere  to  the  payments  goal 
and  schedule  provided  by  the  plan,  the  primary  “contractual” 
obligations  created  by  the  plan  certificates  fall  on  the  sponsors  and  on 
the  custodians.113  The  planholder  has  no  obligation  to  make  any 
given  number  of  payments.  He  can  always  redeem  his  plan  certificate 
and  obtain  his  full  pro  rata  share  of  the  plan  company’s  underlying 
securities  or  the  cash  value  of  that  share.  Nor  is  the  planholder 
required  to  adhere  to  the  payments  schedule.  He  is  always  free  to 
miss  scheduled  payments  or  to  accelerate  them.  Indeed  initial  pre¬ 
payments  and  subsequent  acceleration  of  payments  are  encouraged, 
and  planholders  who  are  delinquent  in  making  payments,  or  who 
cease  payments  altogether,  continue  to  have  credited  to  their 
accounts  dividends  and  capital  gains  distributions  on  mutual  fund 
shares  already  paid  for.  Although  a  delinquent  planholder’s  failure 
to  make  a  payment  for  12  consecutive  months  usually  entitles  the 
sponsor  or  custodian  to  redeem  the  plan  certificate  after  30  or  60  days’ 
written  notice,  it  has  not  been  the  general  practice  of  plan  companies  to 
exercise  this  option.  Thus  a  10-year  plan  may  be  completed  over  a 
longer  period. 

(ii)  Reminder  notices. — The  investor’s  application  and  initial  pay¬ 
ment  are  forwarded  by  the  dealer  to  the  plan  sponsor.  The  sponsor, 
after  accepting  the  application,  sends  the  planholder  his  certificate 
and,  after  deducting  the  sales  load,  deposits  the  remaining  proceeds 
of  the  initial  payment  with  the  custodian  bank,  which  establishes 
an  account  in  the  planholder’s  name.  All  subsequent  payments  are 
mailed  by  the  planholder  directly  to  the  custodian  bank  rather  than 
to  the  dealer  or  the  plan  sponsor.  The  custodian  deducts  and  dis¬ 
burses  from  these  payments  the  pertinent  charges,  which  include  its 
fee  and  the  sales  load  and  invests  the  balance  of  the  proceeds  in  the 
underlying  securities. 

The  custodian  sends  the  planholder  a  receipt  for  each  payment 
which,  among  other  things,  sets  forth  the  amount  of  the  payment,  the 
various  deductions  from  it  and  the  number  of  whole  and  fractional 
shares  of  the  underlying  fund  purchased  with  the  remaining  proceeds. 
Along  with  the  receipt,  the  contractual  planholder  will  also  receive 
from^the  custodian  bank  a  notice  as  to  when  the  next  payment  is  due 
and  an  addressed  envelope  for  mailing  it  to  the  bank.  If  the  next 
payment  is  not  timely  received,  it  is  customary  to  mail  the  customer 
one  or  more  reminder  notices.  The  cost  of  sending  reminder  notices  is 
indirectly  paid  for  in  part  by  the  investor  out  of  the  custodian’s  fee. 

(iii)  Investment  of  dividends  and  reinvestment  of  capital  (jams.-—- Con¬ 
tractual  plans  provide  for  the  automatic  investment  of  dividends  and 


110  Sec.  27(a)(4). 

m  Special  Study,  pt.  4,  263  (table  XI-10).  _ 

111  They'ar/obligated  SfflffiiSf'S.'S? th.  aal.s  load  daring  th.  life  of 


the  certificate. 
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reinvestment  of  capital  gains  distributions  paid  on  the  underlying 
securities  to  the  plan’s  custodian.  Since  sales  loads  on  additional 
shares  purchased  with  these  proceeds  have  been  prohibited,  the 
additional  shares  are  credited  to  planholders’  accounts  at  net  asset 
value.114 

(iv)  Completion  insurance. — Completion  insurance  is  a  form  of 
group  term,  declining  balance  insurance  on  the  planholder’s  life.  If 
the  planholder  dies,  the  proceeds  of  this  insurance  are  used  to  com¬ 
plete  the  remaining  payments  on  his  plan  certificate.  Completion 
insurance  is  an  optional  feature  of  most  contractual  plans. 

The  monthly  premium,  which  usually  amounts  to  from  50  to  90 
cents  per  thousand  dollars  of  insurance  coverage  is  deducted  from 
each  plan  payment  unit.  If  a  planholder  defaults  in  his  insurance 
premiums  by  falling  more  than  one  month  behind  in  his  scheduled  pay¬ 
ments,  the  insurance  automatically  terminates.115  At  the  plan¬ 
holder’s  option  the  plan  may  be  converted  to  one  without  insurance. 

Plan  sponsors  and  retailers  usually  receive  no  additional  compensa¬ 
tion  from  the  monthly  insurance  premium.  Since  the  insurance 
premium  is  an  additional  deduction  from  each  payment,  it  reduces 
the  proceeds  available  for  investment.  However,  plans  sold  with 
such  insurance  have  appreciably  better  payments  records  than  those 
sold  without  insurance.119 

(v)  Withdrawal  and  reinvestment. — A  planholder  can  usually  redeem 
up  to  90  percent  of  the  net  asset  value  of  his  investment  and  later 
reinvest  the  amoimt  withdrawn  without  paying  an  additional  sales 
load.  The  withdrawal  privilege  does  not  lessen  the  burden  of  the 
front-end  load.  It  is  merely  designed  to  give  planholders  an  oppor¬ 
tunity  to  use  their  certificates  to  meet  emergencies  without  being  sub¬ 
ject  to  a  second  sales  load  when,  and  if,  they  repurchase  the  shares 
that  they  have  previously  redeemed.117 

8.  Front-end  loading  arrangements 

As  previously  noted,  the  Act  provides  that  the  sales  load  on  a  periodic 
payment  plan  certificate  may  not  “exceed  9  percent  of  the  total  pay¬ 
ments  to  be  made  thereon”  and  that  “no  more  than  one-half  of  each 
of  the  first  12  monthly  payments  or  their  equivalent  may  be  deducted 
for  sales  load.”  118  The  Act  also  requires  that  sales  charges  be  appor¬ 
tioned  evenly  on  the  first  12  payments  or  their  equivalent  and  that 
the  remainder  of  the  sales  charge  be  spread  equally  over  the  balance 
of  the  plan  payments.119  Thus,  if  a  front-end  load  is  deducted  from 
the  first  12  installments,  a  lower  uniform  sales  charge  must  be  de¬ 
ducted  from  each  subsequent  payment.  These  so-called  “trail  com¬ 
missions”  range  from  about  1.6  to  5.6  percent,  depending  primarily 
upon  the  number  of  payments  provided  for  in  the  plan.  The  lower 
trail  commissions  gradually  reduce  the  “effective”  or  cum  illative  aver¬ 
age  sales  load  paid  so  that  if  all  contemplated  payments  are  made, 
the  investor  ultimately  pays  approximately  the  same  total  sales  load 

n<  in  1949  the  Commission  concluded  that  sales  loads  on  planholders’  reinvestments  of  capital  gains  and 
investments  of  dividends  are  prohibited  by  secs.  26(a)(2)  and  27(a)  of  the  Act  because  they  could  increase 
the  sales  loads  on  plan  certificates  to  an  amount  in  excess  of  9  percent  of  the  total  payments  to  be  made 
thereon. 

ns  The  planholder  usually  may  have  the  insurance  reinstated  within  one  year  upon  satisfactory  proof  of 
insurability. 

in  Special  Study,  pt.  4,  pp.  258-259,  tables  XI-5  and  XI-6. 

in  For  discussion  of  the  potential  for  abuse  of  this  privilege,  see  pp.  304-306,  infra. 

n»  Sec.  27(a)(2). 

>»  Sec.  27(a)(3). 
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he  would  have  paid  had  he  invested  directly  in  the  underlying  plan 
shares. 

Although  most  contractual  plans  provide  for  deducting  the  maxi¬ 
mum  50  percent  front-end  sales  load  permitted  by  the  Act,  there  are 
some  variations  from  this  practice.  One  large  plan,  sponsored  by 
Waddell  &  Reed,  Inc.,  has  a  front-end  sales  load  of  46.4  percent; 
another  plan,  sponsored  by  Investors  Diversified  Services,  Inc.,  and 
first  offered  to  the  public  on  October  1,  1965,  provides  for  deductions 
of  20,  18,  18  and  7  percent,  respectively,  from  the  first,  second,  third 
and,  fourth  years’  scheduled  payments  (and  4.2  percent  thereafter) 
instead  of  50  percent  in  the  first  year.120 

A  considerable  number  of  contractual  plans  require  that  investors 
make  an  intital  payment  of  two  installments  or  more.  Since  a  full 
front-end  load  is  deducted  from  this  payment  and  from  the  next  11 
monthly  payments  or  their  equivalent,  on  these  plans  the  front-end 
load  applies  to  13  instead  of  12  monthly  payment  units. 

Some  contractual  plans  also  offer  a  sliding  scale  of  reduced  sales 
loads  on  certificates  which  provide  for  relatively  large  monthly  pay¬ 
ments.  These  reductions  usually  apply  to  the  trail  commissions,  but 
in  most  plans  they  do  not  apply  to  the  front-end  commissions  when 
scheduled  monthly  payments  are  less  than  $200. 121  Moreover,  unless 
the  investor  invests  $250  per  month  or  more,  the  sliding  scale  of  sales 
charges  generally  does  not  reduce  the  total  contractual  plan  fees  to  a 
point  where  they  amount  to  less  than  the  costs  of  investing  in  a  volun¬ 
tary  plan  for  the  same  underlying  mutual  fund  shares.  This  is 
because  the  custodian’s  fee,  usually  deducted  from  each  contractual 
plan  payment,  normally  is  not  incurred  in  connection  with  voluntary 
plan  payments.122 

The  front-end  load  normally  constitutes  from  one-half  to  as  much 
as  four-fifths  of  the  total  sales  load  on  all  scheduled  payments.  Thus, 
on  a  10  year,  120  payment,  $25  per  month  plan  ($3,000)  with  a  total 
sales  load  of  8.5  percent  ($255),  the  50-percent  deduction  from  the 
first  13  payment  units  equals  $162.50  ($12.50  by  13  installments)  or 
63.7  percent  of  the  total  sales  load  to  be  paid  on  the  plan.123  . 

When  the  typical  50  percent  front-end  load  is  calculated  m  the 
manner  in  which  sales  charges  are  calculated  for  exchange  and  over- 
the-counter  transactions — as  a  percentage  of  the  net  amount  actually 
invested  in  the  security — it  represents  a  sales  charge  on  the  first  13 


i20  Qpp  ni  of  the  Act  requires  that  the  sales  load  be  deducted  at  a  uniform  rate  from  each  of  the  first 

payments  of  less  than  $200.  Arthur  wiese  *  ,  >  ,  ,  d  $2o  per  month  certificate  and  a 

example,  one  plan  which  provides  ta -an i  8  45  percent  tot^^Vhefu°"50  percent  front-end  load  on  each 
7.98  percent  sales  load  on  its  $50  per  month  cert  .  ,  jflote  2  88  percent  of  each  payment  as  corn- 

certificate  hut  the  trail  commission  on  the^50  per  month^ertmcate £be  front.end  lo'ad  itself  may  be 
pared  to  3.40  percent  on  the  $20  month  certinc  monthly  payment  is  $50  or  $100.  Further  reduc- 

tfonaTn  generally  provided  for  on  certificates  calling  for  monthly 

payments  of  $200  or  more. 

122  See  p.  77,  infra.  ormrars  to  indicate  that  no  more  than  one-half  of  the  first 

123  While  the  language  of  sec.  of  the  Senate  and  House  committee  reports 

year's  payments  mav  be  deduct!  d  for  sales  08  .  bn  more  tban  50  percent  of  the  total  sales  load  on 

states  that  the  first  vear  s  sales  t  .u„  Drovisions  of  that  section  “permit  half  of  the  sales  load 

the  entire  plan  certificate  The  reports isaid  equally  over  the  subsequent 

la^T.,0UscnatenRe^r[l9  See  also  House  Report  No.  2639,  76th  Cong.,  3d  sess.  (1940)  (  House  Re¬ 
port”)  22. 
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payment  units  of  100  percent.  Indeed,  the  sales  charge  generally 
exceeds  100  percent  of  the  actual  net  investment  because,  after 
deducting  the  custodian  bank’s  fee,  less  than  one-half  of  the  plan¬ 
holder’s  first  year’s  payments  is  actually  put  to  work  in  the  fund  for 
his  benefit. 

4-  Voluntary  plans 

As  noted  earlier,  the  voluntary  plan  is  another  method  for  investing 
in  mutual  fund  shares  on  an  installment  basis.  Unlike  the  contractual 
plan,  the  voluntary  plan  involves  only  one  security  and  only  one  invest¬ 
ment  company.  Under  the  voluntary  plan  each  payment  is  directly 
invested  in  the  fund’s  shares  after  deduction  (in  the  case  of  load  funds) 
of  the  normal  load. 

Although  voluntary  plans  generally  do  not  provide  for  formal 
investment  goals  or  schedules,  they  can  be  used  to  make  systematic 
monthly  or  other  periodic  payments  toward  achievement  of  invest¬ 
ment  goals.  They  frequently  are  used  simply  as  a  means  for  obtaining 
automatic  reinvestment  of  capital  gains  and  ordinary  income  dividends 
rather  than  as  a  systematic  accumulation  plan.  Voluntary  plans 
generally  do  not  have  formal  monthly  payment  schedules,  and 
reminder  notices — aside  from  the  form  and  envelope  to  be  used  for 
making  the  next  payment  which  accompany  each  receipt — generally 
are  not  sent  to  the  investor.124 

Unlike  contractual  planholders,  investors  in  voluntary  plans  gener¬ 
ally  do  not  pav  a  custodian’s  fee.  Instead,  charges  for  the  custodian’s 
services  are  allocated  among  the  principal  underwriter,  the  dealer  and 
the  fund.  Another  distinction  between  the  two  types  of  accumula¬ 
tion  plans  is  that  voluntary  plan  investors  are  not  afforded  the  90 
percent  withdrawal  and  reinvestment  option  offered  to  contractual 
planholders. 

About  20  voluntary  plans  are  sold  with  optional  completion  insur¬ 
ance.  Plans  with  completion  insurance  are  formalized  by  the  fixing, 
for  insurance  purposes,  of  a  goal  and  schedule  of  payments.  They 
operate  in  substantially  the  same  manner  as  contractual  plans  with 
respect  to  reminder  notices  and  charges  for  the  services  of  bank 
custodians.125 

Many  voluntary  plans  require  initial  payments  of  $250  or  more 
and  subsequent  payments  of  $50  or  more.  These  plans  may  be  be¬ 
yond  the  reach  of  many  investors  who  can  afford  only  the  lower 
monthly  payments  called  for  by  the  contractual  plan.  A  consider¬ 
able  number  of  voluntary  plans,  however,  have  payment  minimums 
comparable  to  those  on  contractual  plans.126  Among  220  funds  offer¬ 
ing  voluntary  accumulation  plans,  95 — including  12  of  20  funds  offer¬ 
ing  voluntary  plans  with  completion  insurance — have  plans  with  no 
or  moderate-sized  minimum  payments:  28  have  no  minimum  initial 
or  subsequent  payment  requirements;  another  37  require  initial  pay¬ 
ments  of  $50  or  less  and  subsequent  payments  of  $30  or  less,  respec- 

i2<  in  both  contractual  and  voluntary  plans,  receipts  and.  where  applicable,  reminder  notices  are  mailed 
by  the  bank  which  acts  as  custodian  for  the  mutual  fund  securities.  Although  sec.  27(c)(2)  of  the  Act 
requires  that  only  contractual  plans  have  a  trustee  or  custodian  bank  for  the  underlying  fund  shares,  in 
practice  voluntary  plans  are  also  administered  by  custodian  banks. 

iw  The  prospectuses  of  some  of  these  funds  indicate  that  a  few  States  prohibit  the  offering  of  completion 
insurance  with  voluntary  plans  for  the  accumulation  of  mutual  fund  shares:  California,  Florida,  Iowa, 
Missouri,  North  Carolina,  Ohio,  South  Carolina,  Texas  and  Virginia.  Four  of  these  States— Missouri 
North  Carolina,  South  Carolina  and  Texas— also  prohibit  the  sale  of  completion  insurance  with  contractual 
plans,  and  two  others— California  and  Ohio— effectively  prohibit  the  sale  of  contractual  plans,  with  or 
without  completion  insurance. 

J28  For  example,  one  of  the  largest  retailers  in  the  contractual  plan  industry,  Waddell  &  Reed,  Inc.,  requires 
a  minimum  Intital  payment  of  $125  and  minimum  subsequent  payments  of  $25  on  contractual  plans  for 
the  accumulation  of  shares  of  United  Accumulative  Fund— its  largest  selling  plan. 
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tively ;  and  30  require  an  initial  payment  of  $50  to  $100  and  subsequent 
payments  of  $50  or  less.127 

5.  The  contractual  plan  purchaser 

(а)  General  characteristics 

A  survey  of  mutual  fund  investors,  made  in  1962  for  the  Special 
Study  by  the  Securities  Research  Unit  of  the  Wharton  School  of 
Finance  and  Commerce  of  the  University  of  Pennsylvania  (Wharton 
Survey),128  found  that  contractual  plan  purchasers  generally  were 
persons  of  moderate  income  with  minimal  accumulations  of  investable 
savings  who  were  concerned  with  a  safe,  “savings”  approach  to  invest¬ 
ing.  They  were  not  speculators.  They  invested  in  funds  to  benefit 
from  professional  investment  management,  discipline  in  saving, 
economic  growth,  and  portfolio  diversification.  The  salesmen’s 
representations  that  most  influenced  these  investors  were  that  con¬ 
tractual  plans  encourage  regularity  of  saving,  provide  professional 
portfolio  management,  are  “like  savings  accounts,”  provide  portfolio 
diversification  and  are  “safe.”129  Significantly,  over  three-fourths  of 
these  investors  stated  that  they  would  not  participate  in  the  stock 
market  in  the  absence  of  mutual  funds.130 

The  Wharton  Survey  found  that  the  “typical”  contractual  plan 
investor  was  in  his  late  30’s  or  early  40’s,  married  with  three  de¬ 
pendents,  had  a  high  school  education,  an  annual  family  income  of 
between  $5,000  and  $10, 000, 131  and  life  insurance  coverage  of  $10,000 
to  $15,000.  About  half  of  the  contractual  plan  investors  held  clerical 
and  sales  positions,  were  skilled  or  semiskilled  craftsmen,  servicemen 
or  housewives;  the  other  half  were  self-employed,  held  executive  or 
administrative  positions,  or  were  professionals. 

The  Wharton  Survey  further  showed  that  8  percent  of  contractual 
plan  purchasers  had  no  life  insurance  coverage  and  that  an  addi¬ 
tional  16  percent  had  less  than  $5,000  of  life  insurance  coverage.132 
Ten  percent  of  contractual  plan  investors  reported  holding  no  savings 
accounts,  savings  bonds,  other  securities,  or  real  estate  other  than  their 
homes.133  And,  of  course,  many  of  those  who  did  have  nonfund  assets 
other  than  their  home  may  have  held  them  in  relatively  small  amounts.134 

One  out  of  six  contractual  plan  investors  earned  less  than  $5,000 
per  year.  Among  this  group,  over  four-fifths  had  bought  plans  which 
called  for  payments  amounting  to  over  9  percent  or  more  of  then 
gross  monthly  income  and,  of  course,  a  higher  percentage  of  then 
take-home  pay.135 

(б)  Use  and  understanding  oj  the  prospectus 

Contractual  plan  prospectuses,  on  their  front  cover  pages  and  else¬ 
where,  describe  the  method  of  deducting  the  front-end  load  and  dis- 


12?  Arthur  Wlesenberger  &  Oo.,  Mutual  Fund  Charts  and 
us  Special  Study,  pt.  4,  pp.  265-373.  See  also  id.  at  139-140. 
vey,  see  Id.  at  269,  349-354. 


Statistics  (1966  ed.). 

For  the  methodology  of  the  Wharton  Sur- 


i2«  Id.  at  358. 
i*>  Ibid. 

i3i  Id.  at  140,  274. 

ThistlIttwTou5:ic^tetSf  typically  of  males  of  eirlv  middle  age,  with  three  or  ^>ur  dependents. 
Theifhicones  and  Hfe  Insurance  coverage  each  were  generally  concentrated  In  the  low  end  of  he  $5  000  to 
qi^lfleantlv  about  two-thirds  of  the  purchases  of  this  group  were  reported  as  initiated  by 
sa?^en  ?ompaSl  with  a  little  less  than  half  for  contractual  plan  buyers  In  the  sample  as  a  whole. 


for  life  insurance  coverage,  the  Wharton  Survey  did  not  Inquire  as  to  the  value  of  the  re. 

spondents’  holdings. 
n»  Id.  at  280. 
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close  the  effective  sales  loads  that  are  paid  if  the  plan  payments  are  not 
continued  beyond  the  first  and  second  years’  installments,  respectively. 
Approximately  90  percent  of  the  contractual  planholders  responding 
to  the  Wharton  Survey  said  that  they  had  received  the  prospectus. 
The  median  time  they  reported  reading  it  was  1%  hours.136  Most 
contractual  planholders  also  said  that  their  salesmen  had  met  with 
them  for  a  median  time  of  from  3  to  4  hours  over  the  course  of  three 
meetings,  and  had  described  the  first  year’s  sales  load  as  well  as  other 
features  of  the  plans.137 

Despite  the  availability  of  the  prospectus  to  and  its  use  by  plan- 
holders  and  despite  explanations  of  the  front-end  load  and  other 
matters  during  sales  presentations,  responses  to  the  Wharton  Sur¬ 
vey.  revealed  that,  4  to  7  months  after  their  initial  payment,  plan- 
holders  had  a  rather  low  level  of  knowledge  about  their  investments. 
For  example,  only  one  out  of  four  contractual  plan  purchasers  could 
make  a  reasonable  estimate  (considered  for  this  purpose  to  be  5  to  15 
percent)  of  the  level  of  the  sales  load  over  the  fife  of  the  contract.138 
Indeed,  40  percent  of  the  responding  purchasers  could  make  no 
estimate  as  to  the  amount  of  the  first  year’s  sales  charge  and  only 
40  percent  were  able  to  make  a  reasonable  estimate  (considered  for 
this  purpose  to  be  from  40  to  60  percent)  of  the  first  year’s  payments 
or  their  equivalent.139  Thirty-one  percent  said  there  was  no  disad¬ 
vantage  if  a  contractual  plan  was  not  completed,  and  an  additional 
9  percent  said  that  they  did  not  know.140 

Similar  responses  were  given  by  those  who  had  redeemed  contractual 
plans.  Although  the  overwhelming  majority  of  the  redeemers  had 
not  completed  their  plan  programs,  about  half  did  not  know  that  the 
sales  charge  they  had  paid  was  a  greater  percentage  of  their  invest¬ 
ment  than  the  percentage  that  they  would  have  paid  had  they  com¬ 
pleted  their  plans.141 

(c)  Redemptions  by  contractual  planholders 

Many  investors  responding  to  the  Wharton  School’s  questionnaire 
who  had  redeemed  uncompleted  contractual  plans  did  so  because  of 
financial  stress.142  A  substantial  proportion  of  them  used  the  cash 
received  upon  redemption — which  averaged  between  $300  and  $500 — 
as  “rainy  day”  savings  to  pay  hospital  or  medical  bills  (9  percent)  and 
other  types  of  debts  (34  percent).143 

At  the  time  of  redemption  about  one-half  of  the  contractual  plan 
redeemers  had  no  savings  accounts  and  one-third  had  no  financial 
assets  or  real  property  of  any  kind.144  While  no  quantitative  estimates 
can  be  made  as  to  the  size  of  the  holdings  of  those  who  did  have 
financial  assets  when  they  redeemed  their  plans,  it  is  likely  that  in 
many  cases  such  reserves  were  small. 

6.  The  sales  environment 

The  Special  Study  examined  selling  practices  within  the  mutual 
fund  industry  and  found  evidence  suggesting  the  existence  of  un- 


13«  Id.  at  311,  364. 
w  Id.  at  295,  307. 

138  Id.  at  313-316. 
n»  Id.  at  313. 
n°  Id.  at  366. 

18'  Id.  at  372. 

142  Over  90  percent  of  the  redeemed  contractual  plans  had  not  been  completed;  the  time  elapsed  between 
initiation  ana  redemption  of  the  plan  averaged  less  than  3  years,  and  was  less  than  6  years  in  83  percent  of 
the  cases.  Id.  at  144,  331. 

>«  id.  at  332.  Expectations  of  a  decline  in  securities  prices  influenced  only  about  20  percent  of  those  who 
redeemed  their  contractual  plans.  Id.  at  333. 
m  Id.  at  328. 
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desirable  practices  “to  an  unfortunate  degree.”  145  Although  its 
findings  applied  to  sales  of  fund  shares  generally,  it  found  that  mal¬ 
practices  were  particularly  acute  in  contractual  plan  sales  where  the 
combined  factors  of  the  incentive  for  high-pressure  selling  provided 
by  the  front-end  load,  the  essentially  unsupervised  nature  of  selling  in 
customers’  homes,  the  complexity  of  the  securities  sold  and  the  lack 
of  financial  sophistication  of  many  plan  purchasers  created  “a  problem 
of  a  fundamental  nature.”  146  The  Special  Study  concluded  that 
“the  front-end  load  structure  itself  and  the  economic  incentives  which 
it  gives  to  salesmen”  were  responsible  for  the  inadequate  protection 
of  the  public  “from  untoward  pressures  in  contractual  plan  sales.”  147 

High  turnover  rates  among  salesmen  are  chronic  in  the  securities 
industry  generally,  but  the  Special  Study’s  data  showed  this  problem 
to  be  particularly  acute  for  the  large  contractual  plan  sales  organiza¬ 
tions.148  Heavy  turnover  rates  cause  these  organizations  to  engage 
in  the  continuous  and  extensive  recruiting  of  new  salesmen  from 
persons  totally  inexperienced  in  the  securities  business.149 

Recruits  were  encouraged  to  make  their  first  contractual  plan  sales 
to  themselves,  then  to  friends  and  relatives,  and  thereafter,  to  obtain 
names  of  prospects  through  customer  referrals,  mailings  and  telephone 
calls  and  to  use  the  “cold-turkey”  call  as  a  means  of  filling  in  gaps  in 
appointment  schedules.  Most  recruits,  however,  did  not  seem  to 
progress  much  beyond  sales  to  close  friends  and  relatives.  About 
two-thirds  of  contractual  plan  salesmen  earned  less  than  $1,000  a  year 
in  the  securities  business.150  Indeed,  sales  to  friends  and  relatives  of 
new  salesmen  appeared  to  account  for  a  substantial  portion  of  con¬ 
tractual  plan  sales.  Thirty-five  percent  of  the  contractual  plan 
purchasers  in  the  Wharton  Survey  described  themselves  as  a  close 
friend  or  relative  of  their  salesmen.151 

Although  sales  trainees  were  trained  to  make  the  disclosures 
specificallv  required  by  the  Commission’s  Statement  of  Policy  152  and 
to  obey  the  caveats  in  that  statement,  they  also  were  taught  to  accom¬ 
pany  these  disclosures  and  caveats  with  sales  techniques  which 
deflect  the  prospect’s  attention  from  them.153 

The  findings  of  the  Special  Study  were  not  based  on  isolated  in¬ 
stances  of  dubious  conduct  but  mainly  on  sales  training  materials  and 
sample  sales  presentations  which  were  submitted  to  the  Special  Study 
by  plan  sponsors  and  other  industry  members  and  which  were  de¬ 
signed  to  be  memorized  or  followed  closely  by  trainees.154  Since  the 
publication  of  the  Special  Study  in  1963  the  plan  sponsors  have  not 


ns  Id.  at  212. 
i«  Id.  at  211. 

m  ffvprVo  oercent  of  the  sales  forces  of  large  mutual  fund  retailing  firms,  whose  income  was  mainly  de- 

raa-osasara  sag 

171°»  Social1  S8tudy,  pt.  4,  266  (table  XI-2).  A  salesman  who  sells  a  dozen  $25  per  month  contractual  plans 

will  earn  about  $1,000. 

see  Special  Study,  P*- 4*  124r139.\, 
im  Special  Study,  pt.  4,  341-342. 
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submitted  more  current  sales  training  material,  nor  has  the  Commis¬ 
sion  requested  that  they  do  so.  The  current  material  may  no  longer 
contain  items  such  as  those  cited  by  the  Special  Study. 

7.  The  impact  oj  the  jront-end  load  on  investors 

Improper  selling  practices  are  of  particular  concern  in  the  case 
of  contractual  plans  because  the  imposition  of  the  front-end  load 
creates  special  burdens  for  contractual  planholders  which  other 
types  of  fund  investors  do  not  encounter.  Whether  characterized  as 
a  .50  percent  front-end  load  or  as  a  sales  charge  of  100  percent  on  the 
amount  invested,  when  compared  to  the  level-load  method  of  deduct¬ 
ing  mutual  fund  sales  charges  the  front-end  load  works  to  the  dis¬ 
advantage  of  all  contractual  planholders,  including  those  who 
complete  their  plans  on  schedule. 

(a)  All  contractual  planholders 

Because  of  the  front-end  load  deduction,  all  contractual  planholders, 
including  those  who  complete  their  payments  on  schedule,  have  a 
smaller  proportion  of  their  payments  invested  in  fund  shares  and 
working  for  them  than  if  a  level  sales  load  had  been  deducted  from 
each  payment.  This  effect  of  the  front-end  load  on  contractual  plan- 
holders  who  make  and  complete  their  payments  on  schedule  is  illus¬ 
trated  by  chart  V-l.  It  compares  the  average  percentage  of  the  in¬ 
vestor’s  payments  that  are  at  work  for  him  throughout  a  10-year 
contractual  plan  with  the  corresponding  percentage  in  a  level-load 
voluntary  plan  of  the  same  duration.  An  investor  who  seeks,  through 
a  voluntary  plan,  to  accumulate  shares  of  a  mutual  fund  on  which  an 

8.5  percent  sales  load  is  charged  will  always  have  91.5  percent  of  his 
payments  at  work  in  fund  shares.  However,  if  that  investor  had 
sought  to  achieve  the  same  goal  through  a  10-year  contractual  plan 
for  shares  of  the  same  fund  and  had  completed  all  his  payments  on 
schedule,  only  at  the  completion  of  the  plan  would  he  have  as  much 
as  91.5  percent  of  his  payments  at  work  in  the  fund  for  him.  Because 
of  the  front-end  load,  only  50  percent  of  the  first  year’s  pajmients, 
and  only  an  average  of  87  percent  of  all  his  payments  would  have 
been  working  for  him  throughout  the  10-year  period. 

Chart  V-l  does  not  take  into  account  reinvested  income  dividends 
and  appreciation  of  capital.  These,  of  course,  are  not  constant  and 
at  any  given  time  vary  among  different  funds.  Table  V-4  demon¬ 
strates  the  effects  of  the  front-end  sales  load  for  the  10-year  period 
January  1,  1955,  to  December  31,  1964,  a  period  of  generally  rising 
common  stock  prices.  It  compares  the  accumulated  values  of  shares 
of  Wellington  Fund,  Inc.,  acquired  through  payments  of  $100  per 
month  under  contractual  and  voluntary  plans.155 

155  The  table  is  based  on  the  following  assumptions:  (1)  monthly  payments  amounting  to  $100  each  for  10 
years  (total  payments  $12,000);  (2)  the  overall  sales  load  undereach  type  of  plan,  if  carried  to  completion, 
amounts  to  8  percent.  On  the  contractual  plan,  however,  44  percent  of  each  of  the  first  12  installments  and  4 
percent  of  each  of  the  remaining  108  installments  are  deducted  for  sales  load;  (3)  an  annual  custodial  fee  of 

1.5  percent  of  each  payment  is  deducted  under  the  contractual  plan;  (4)  income  dividends  are  reinvested  an  < 
capital  gains  distributions  are  accepted  in  additional  shares  at  net  asset  value,  with  no  adjustment  made 
under  either  type  of  plan  for  any  income  taxes  payable  by  shareholders  on  such  dividends  and  distributions 
and  (5)  the  $12,000  investment  goal  is  achieved  under  each  plan  by  systematic  monthly  payments. 


Chart  V— 1. — Average  percent  of  payments  at  work  for  mutual  fund  Investors,1  voluntary  plan  versus  contractual  plan,  10-year 

plan. 
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Monthly  Pojrsooto  on  •  10-T*«r  plan 

1  Assuming  total  load  of  8.5  percent,  double  initial  payment,  no  custodian’s  fees  and  deduction  of  a  50-percent  front-end  load 
from  the  first  13  contractual  plan  payment  units. 
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Table  V-4. — Comparison  of  year-end  values  of  voluntary  and  contractual  plans  in 

a  balanced  fund 


Voluntary 

plan 

Contractual 

plan 

Amount  of 
difference 

Percent 

difference 

Dec.  31 — 

1955 _ _ _ _ 

$1, 192 

$635 

$557 

87.7 

1956 _ 

2,366 

1,822 

544 

29.9 

1957 _ 

3, 322 

2, 837 

485 

17.1 

1958 _ 

5,548 

4,969 

579 

11.7 

1959 _ 

7, 190 

6,598 

592 

9.0 

1960 _ 

8, 736 

8,153 

583 

7.2 

1961 _ 

11,  574 

10,925 

649 

5.9 

1962 _ 

12, 105 

11,533 

572 

5.0 

1963 _ 

14,710 

14, 114 

5% 

4.2 

1964 _ 

17, 460 

16,844 

616 

3.7 

The  table  shows  marked  differences  in  the  accumulated  values  of 
shares  acquired  through  front-end-load  and  level-load  plans.  At  the 
end  of  the  first  year,  the  value  of  the  shares  held  under  the  voluntary 
plan  exceeded  that  under  the  contractual  plan  by  87.7  percent;  at  the 
end  of  the  fifth  year,  the  margin  of  difference  in  favor  of  the  voluntary 
plan  was  9  percent;  and  at  the  end  of  the  tenth  year,  all  scheduled 
payments  having  been  made,  there  was  still  a  margin  of  difference  of 
3.7  percent  in  favor  of  the  voluntary  plan.156  Thus,  the  imposition  of 
the  front-end-load  means,  as  one  industry  representative  conceded: 
“In  a  long-term  rising  market  the  contractual  plan  usually  won’t  turn 
out  as  well  as  a  voluntary  purchase  plan.”  157 

(■ b )  Noncompleting  planholders 

Although  the  front-end  load  is  likely  to  cause  every  contractual 
planholder  to  have  a  less  favorable  investment  result  than  if  only  the 
normal  8.5  percent  sales  load  had  been  deducted  from  each  of  his 
payments,  contractual  plans  are  especially  costly  investments  for 
planholders  who  redeem  or  simply  cease  investing  at  an  early  stage  in 
their  payments  schedule.  These  persons  pay  “effective”  or  cumula¬ 
tive  average  sales  loads  which  often  amount  to  many  times  the  normal 
sales  loads  applicable  to  the  underlying  fund  shares — effective  sales 
loads  which  clearly  would  be  “unconscionable  or  grossly  excessive”  158 
but  for  the  express  provisions  of  the  Act  with  respect  to  front-end 
loads.159 

More  than  a  quarter  of  a  century  ago,  when  Congress  enacted  these 
provisions  embodying  the  50  percent  front-end  load  formula,  there 
was  little  specific  data  as  to  the  effective  sales  loads  that  contractual 
planholders  actually  paid.160  The  data  contained  in  the  Commission’s 
Investment  Trust  Study  only  reflected  aggregate  losses — in  part 
attributable  to  the  market  performance  of  underlying  fund  shares 
during  the  1930’s — from  cancellations,  defaults,  and  withdrawals  in 
plans  in  existence  for  periods  of  3  to  5  years.161  It  did  not  show  the 


is1  For  the  period  1953  through  1962,  larger  differences  would  have  resulted  from  investing  in  shares  of  this 
fund  through  a  voluntary  and  contractual  plan.  At  the  end  of  that  10-year  period  the  margin  of  difference — 
in  favor  of  the  voluntary  plan — was  5.1  percent.  See  Special  Study,  pt.  4, 182  (table  Xl-d) . 

If  a  growth  fund  rather  than  a  balanced  fund  were  used  for  the  comparison,  even  greater  differences  in 
Investment  results  would  likely  result  during  periods  of  rising  market  prices, 
is?  Forbes  Magazine,  Sept.  1,  1962,  p.  46. 
us  Act,  secs.  22  (b)  and  (c). 
i5»  Act,  sec.  27(a). 

16°  See  Investment  Trust  Study,  Supplemental  Report  on  Companies  Sponsoring  Installment,  Investment 
Plans,  H.R.  Doc.  482,  76th  Cong.,  3d  sess.  (1940),  64-69. 

i6i  That  study  also  noted  that  in  data  submitted  in  response  to  the  Commission’s  questionnaire,  “a  con¬ 
sistent  distinction  between  cancellation,  default,  and  withdrawal  was  not  observed.”  Id.,  69. 
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distribution  of  accounts  paying  various  effective  sales  loads  The 
Investment  Trust  Study  noted  that — 

since  most  of  the  certificates,  which  usually  have  10-year 
payment  periods,  were  purchased  within  recent  years,  only 
very  few  of  the  installments  have  as  yet  been  paid.162 

(i)  The  Special  Study  statistics. — To  determine  the  effective  sales 
loads  paid  by  contractual  planholders,  the  Special  Study  obtained 
payments  records  for  a  systematic  10  percent  sample  of  accounts 
opened  in  February  1959  by  the  nine  largest  contractual  plan  com¬ 
panies.  These  companies  accounted  for  82  percent  of  the  total  pay¬ 
ments  provided  for  in  all  contractual  plans  outstanding  at  the  end 
of  1959.  The  Study  analyzed  the  monthly  payment  records  of  these 
plans  during  the  ensuing  3%-year  period  ending  August  31,  1962. 

The  Special  Study  found  that  only  334  years  after  the  plans  were 
purchased,  35.6  percent  of  the  accounts  had  become  inactive,  either 
through  redemptions  prior  to  completion  or  through  lapses  in  pay¬ 
ments  for  a  period  of  12  or  more  consecutive  months.  Nearly  one 
out  of  every  six  of  all  accounts  (16.2  percent)  became  inactive  at  a 
point  where  the  planholder  had  paid  an  effective  sales  load  of  50 
percent  (or  a  sales  charge  of  over  100  percent  on  the  amounts  invested) . 
Also  inactive  were  an  additional  10.1  percent  of  all  accounts  which  had 
paid  effective  sales  loads  of  between  25  and  47  percent  (sales  charges 
of  33  to  89  percent) ;  an  additional  4.7  percent  which  had  paid  effective 
sales  loads  of  20  to  25  percent  (sales  charges  of  25  to  31  percent) ;  and 
another 4.6  percent  which  paid  effective  loads  of  8.5  to  20  percent  (sales 
charges  of  9.3  to  25  percent).  Thus,  these  inactive  accounts  had 
paid  effective  sales  loads  substantially  in  excess  of  the  8.5  percent  load 
contemplated  for  completed  plans.163 

The  Special  Study’s  breakdown  of  the  effective  sales  loads  paid  by 
inactive  accounts  demonstrated  that  lapsed  plans  accounted  for  a 
substantially  larger  proportion  of  the  inactive  accounts  than  did 
redeemed  accounts.164  Redeemed  certificates  accounted  for  13.5  per¬ 
cent  of  the  February  1959  contractual  plan  purchasers,165  but  lapsed 
accounts  represented  another  22.1  percent  of  the  sampled  planholders. 
The  Study  noted  that  over  the  334  year  period,  4  out  of  every  20  lapsed 
accounts  were  reactivated,  but  that  1  of  these  4  lapsed  again.  While 
the  increase  in  lapsed  accounts  was  greatest  in  the  second  year,  the 
pace  of  redemption — in  part  of  accounts  already  lapsed— continued 
rising  in  the  third  year.166 

(ii)  The  AMFPS  statistics. — Subsequent  to  the  publication  of  the 
Special  Study,  the  Association  of  Mutual  Fund  Plan  Sponsors,  Inc. 
(“AMFPS”),  an  industry  trade  association  whose  membership  con¬ 
sists  of  some  19  contractual  plan  sponsors,  presented  to  the  Commis¬ 
sion  a  detailed  reply  to  nearly  all  of  the  findings,  conclusions,  and 
recommendations  of  the  Special  Study  with  respect  to  sales  of  con¬ 
tractual  plans.167  The  AMFPS  Presentation  contains  statistics  which 
supplement  those  of  the  Special  Study  relating  to  the  effective  sales 
loads  paid  by  contractual  plan  investors. 


Hi  Investment  Trust  Study,  pt.  2,  40. 
i«3  Special  Study,  pt.  4.  191  (table  Xl-e). 

with  a  refund  privilege  or  for  other  reasons.  Id.  at  188. 

£}  Presentation  by  the  Association  of  Mutual  Fund  Plan  Sponsors,  Inc.,  to  the  Securities  and  Exchange 
ComSon  Kelating  to  Chapter  XI  of  the  Special  Study  of  Securities  Markets  (“Presentation  ). 
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The  Special  Study’s  statistics  were  limited  to  a  3 Y2  year  period.168 
This  raised  the  possibility  that  effective  sales  loads  would  be  reduced 
because  of  reactivation  of  lapsed  accounts  as  well  as  the  probability 
that  some  accounts  which  had  been  active  during  the  3^  year  period 
would  thereafter  lapse  or  be  redeemed  prior  to  their  completion. 
However,  analysis  of  AMFPS  statistics,  which  show  the  number  of 
contractual  plan  payments  made  by  the  end  of  10-  and  12-year 
periods,  indicates  effective  sales  loads  which  approximate  the  findings 
of  the  Special  Study  for  the  more  limited  period. 

The  data  submitted  by  AMFPS  show  the  payments  status  of  all 
contractual  plan  accounts  opened  10  or  12  years  previously  by  four 
plan  sponsors.169  Table  V-5,  directly  below,  reflects  for  each  of 

Table  V-5. — Status  of  4  AMFPS  members’  contractual  plan  accounts  10  or  12 

years  after  being  opened 


Number  of 
installments 
paid 

Percent  of 
accounts 

Effective 
sales 
load  0 

Effective 
sales 
charge  b 

Number  of 
installments 
paid 

Percent  of 
accounts 

Effective 

sales 

load  “ 

Effective 

sales 

charge  b 

Status  as  of  Dec.  31, 1962,  of  accounts  opened 

Status  as  of  Sept.  30,  1963,  of  accounts  opened 

in  1953  by  Financial  Programs,  Inc.e 

in  1953  by  First  Investors  Corp.d 

2  to  13  • 

18.  92 

50.  0-50.  0 

100.  0-100.  0 

1  to  12 . . 

13.77 

50.  0-50.  0 

100.  0-100  0 

14  to  25.  _ 

8.  77 

46.  7-27.  9 

87.  6-  38.  7 

13  to  24 _ 

6. 18 

46.  7-27.  9 

87.  6-  38.  7 

26  to  37 

7. 16 

27.  0-20.  7 

37.  O-  25. 3 

25  to  36 _ 

4  86 

27.  0-20.  2 

37.  0-  25. 3 

38  to  49 

7.  30 

19. 3-15.  8 

23.  9-  18.  7 

37  to  48 . . 

5.04 

19.  7-16.  2 

22. 1-  19. 3 

50  to  61 

6.  03 

15.  5-13  3 

18.3-  15.3 

49  to  60 _ 

4  30 

16.  0-13.  8 

19.  0-  16  0 

62  to  73  _ 

5  22 

13.  2-11.  7 

15.  2-  13. 3 

61  to  72 _ 

4.  62 

13. 6-12.  2 

15:  7-  15.  7 

74  to  85  _ 

3  75 

11.6-10.  5 

13. 1-  11.  7 

73  to  84 _ 

3.  73 

12. 1-11.  0 

13.8-  12.3 

86  to  97 

3.  18 

10  4-  9.  6 

11.6-  10.6 

85  to  96 _ 

4.  11 

10.9-10.  2 

12.2-  11.4 

98  to  109  _ 

3.  48 

9.6-9  0 

10.6-  9.9 

97  to  108 _ 

3. 38 

10. 1-  9.  5 

11.2-  10.5 

110  to  119 

7  90 

8.  9-  8  4 

9.8-  9.2 

109  to  119 _ 

6.43 

9.  4-  8. 9 

10.  4-  9.  8 

Paid  up__ _ 

28.29 

8.4 

9.2 

Paid  up _ 

43.58 

8.9 

9.8 

Status  as  of  Oct.  31, 1963,  of  accounts  opened 

Status  as  of  Aug.  30,  1963,  of  accounts  opened 

in  1951  by  Hamilton  Management  Corp/ 

in  1953  by  Waddell  &  Reed,  Inc.* 

2  to  13  • 

20. 43 

50. 0-50.  0 

100.  0-100. 0 

5  to  16  * _ 

17.13 

46.  4-38.  0 

86. 6-61.3 

14  to  25 _ 

12.77 

47.  6-28. 2 

90.  8-  39.  3 

17  to  28 _ 

8.79 

35. 9-22.  4 

56.  0-28. 9 

26  to  37 

9.  48 

27. 3-20.  6 

37.  6-  25.  9 

29  to  40 _ 

7. 43 

21. 7-16. 2 

27.  7-19.  3 

38  to  49 

6.25 

20. 1-16.  6 

25. 2-  19.  9 

41  to  52 _ 

6.08 

15.  8-12.  8 

18.  8-14.  7 

50  to  61 

6.38 

16.  4-14. 3 

19.  6-  16.  7 

53  to  64 _ 

4.43 

12.  6-10.  7 

14.  4-12.  0 

62  to  73 

3. 56 

14. 1-12. 7 

16.4-  14.5 

65  to  76- . . 

3. 45 

10.  6-  9.  3 

11.9-10.3 

74  to  85 

4.50 

12.  6-11.5 

14.  4-  13.  0 

77  to  88 _ 

3.43 

9. 2-  8. 2 

9.  9-  8. 9 

86  to  97 

2.69 

11.  5-10. 7 

13.  0-  12.  0 

89  to  99 _ 

2.  49 

8. 1-  7.  5 

8.  8-  8. 1 

98  to  109 

3. 96 

10.  6-10.  0 

11.9-  11.1 

Paid  up _ 

46.  77 

7.4 

8.0 

110  to  121 _ 

2.89 

9. 9-  9. 5 

11.0-  10.5 

122  to  133 _ 

2. 35 

9.  4-  9.  0 

10. 4-  9.  9 

134  to  145 _ 

3.56 

9.  0-  8.  7 

9.9-  9.5 

Paid  up  • _ 

22. 18 

8.  6-  8. 5 

9.4-  9.3 

*  For  minimum  denomination  plans. 

t  Sales  load  expressed  as  a  percentage  of  the  amount  invested  without  taking  into  account  deductions  for 
custodians’  fees. 

e  Experience  of  2,987  120-payment  accounts  for  the  accumulation  of  shares  of  Financial  Industrial  Fund, 
Inc. 

Experience  of  8,532  120-payment  accounts  for  the  accumulation  of  shares  of  Wellington  Fund,  Inc. 

*  Initial  payment  of  2  installments. 

/  Experience  of  1,488  150-payment  accounts  for  the  accumulation  of  shares  of  Hamilton  Funds,  Inc. 

*  Experience  of  4,174  100-payment  accounts  for  the  accumulation  of  shares  of  United  Accumulative  Fund. 

*  Initial  payment  of  5  installments. 

<  Includes  accounts  which  have  made  146  to  149  installments  as  well  as  those  that  are  paid  up. 

Source:  Presentation,  pt.  V,  tables  V-l  through  V-4. 


168  The  Study  explained  the  basis  for  its  3 Vi  year  sampling  of  contractual  plan  account  payments,  thusly: 
“February  1959  was  selected  as  a  typical  month,  recent  enough  to  reflect  current  selling  practices,  yet  suffi" 
ciently  distant  in  time  to  show  several  years  of  payment,  lapse,  and  redemption  performance.”  Pt.  4, 187. 
The  reference  to  current  practices  reflected  the  Special  Study’s  awareness  of  at  least  one  new  element  which 
might  have  affected  selling  practices— the  organization  of  the  AMFPS  and  its  promulgation  in  1958  of  a 
code  of  ethical  business  conduct  which,  among  other  things,  obligates  members  to  offer  a  30-day  refund 
privilege  to  each  new  investor.  Although  the  last  three  months  of  the  period  studied  followed  the  May 
28,  1962  market  break,  there  was  no  acceleration  of  redemptions  or  lapses  in  June,  July  or  August  of  1962 
Id’,  at  188-190,  257  (table  XI-4). 

168  Presentation,  pt.  V,  tables  V-l  through  V-4. 
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the  four  contractual  plans  the  percentages  of  paid-up  accounts  and 
the  percentages  of  accounts  that  had  not  been  paid  up.  It  also 
reflects  the  sales  loads  paid  on  these  accounts,  expressed  as  percent¬ 
ages  of  the  payments  made  (“effective  sales  charge”).170 

The  AMFPS  data  reveal  that  after  10-  and  12-year  periods,  35,  25, 
43,  and  33  percent,  respectively,  of  the  purchasers  of  contractual  plan 
certificates  sponsored  by  Financial  Programs,  Inc.,  First  Investors 
Corp.,  Hamilton  Management  Corp.,  and  Waddell  &  Reed,  Inc.,  had 
paid  no  more  than  the  installments  scheduled  for  the  first  3  years  and 
that  about  half  of  these  purchasers  had  not  progressed  beyond  the  first 
year’s  installments.  Hence  these  planholders  had  paid  effective  sales 
loads  of  20  to  50  percent  (sales  charges  of  25  to  100  percent  of  the 
amount  invested)  in  the  first  three  sponsors’  plans  and  of  16  to  46.4 
percent  (sales  charges  of  19  to  87  percent)  in  the  fourth  sponsor’s 
plan.  By  comparison,  the  Special  Study’s  sampling  showed  that 
3%  years  after  being  opened,  31.9  percent  of  contractual  plan  accounts 
were  inactive  after  payment  of  1  to  36  installments.  Another  8.5 
percent  of  the  plans  in  that  sampling,  though  not  classified  as  inactive, 
fell  within  the  1  to  36  installments  category. 

Significantly,  AMFPS’  duration-of-the-plan  statistics  supply  in¬ 
formation  not  previously  known  on  the  percentage  of  plans  which  are 
timely  completed.  They  reveal  that  10  and  12  years  after  purchasing 
contractual  plans,  a  substantial  majority  of  planholders  had  not 
completed  them.  By  1963,  2  years  after  the  completion  date  of  the 
Waddell  &  Reed,  Inc.  8-year  plans  sold  in  1953,  only  47  percent  of 
those  planholders  had  completed  their  payments;  at  or  about  the  end 
of  the  10-year  payment  periods  for  the  plans  sponsored  by  First 
Investors  Corp.  and  Financial  Programs,  Inc.,  only  44  percent  and 
28  percent  of  the  respective  purchasers  had  completed  their  payments; 
and  at  the  end  of  September  1963  completions  accounted  for  only  22 
percent  of  the  12%-year  contractual  plans  sold  throughout  1951  by 
Hamilton  Management  Corp.  The  AMFPS  statistics  also  reveal 
that  about  39,  34,  48,  and  59  percent  of  the  four  plan  companies’ 
respective  purchasers  had  made  less  than  half  of  their  payments  and 
that  32,  41,  26,  and  55  percent  of  their  respective  purchasers  had 
redeemed  uncompleted  contractual  plan  certificates  during  the  10- 
and  12-year  periods  considered. 

8.  The  industry's  justifications  jor  the  jront-end  load 

The  front-end  load  increases  the  cost  and  adds  materially  to  the 
risks  of  investing  in  mutual  funds.  The  implications  of  this  type  of 
sales  charge  are  extensively  disclosed  in  contractual  plan  prospectuse* 
and  in  sales  presentations.  Nevertheless,  contractual  plans  are  soli\ 
in  substantial  numbers  to  investors  whose  ability  to  assume  the  addeu 
burden  attributable  to  the  front-end  load  is  highly  questionable. 
Most  contractual  plan  purchasers  pay  effective  sales  loads  which 
would  be  considered  excessive  under  any  standard  for  measuring  the 


in  See  p.  205,supra! 
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reasonableness  of  sales  compensation  in  the  securities  industry  but  for 
the  express  sanction  that  the  Act  gave  to  the  front-end  load  more 
than  25  years  ago.  The  Special  Study  concluded  that  “[i]t  is  the 
front-end  load  structure  itself  and  the  economic  incentives  which  it 
gives  to  salesmen  which  are  responsible  for  the  failure  of  the  disclosure 
concept  adequately  to  protect  the  public  *  *  *,”  an<l  it  recom¬ 
mended  that  “serious  consideration  should  be  given  to  the  elimination 
of  future  front-end  load  plans.”  171 

The  AMFPS’  extensive  reply  to  the  Special  Study’s  findings  and  con¬ 
clusions  advances  four  principal  justifications  for  preserving  the  statu¬ 
tory  provisions  which  permit  front-end  loads.  They  are:  (1)  the 
stimulus  to  systematic  investing  provided  by  the  front-end  load; 
(2)  the  extensive  disclosure  requirements  applicable  to  contractual 
plans;  (3)  the  profitability  of  contractual  plan  investments;  and  (4)  the 
necessity  of  preserving  adequate  incentives  to  sell  mutual  fund 
investments  to  investors  of  modest  means. 

(a)  The  front-end  load  as  a  stimulus  to  systematic  investing 
The  Special  Studv  observed  that  “the  sellers  of  contractual  plans 
do  stress  discipline  in  saving  as  a  major  advantage  of  contractual 
plans  and  that  a  substantial  number  of  investors  are  moved  to  pur¬ 
chase  them  on  this  account.”  172  However,  the  role  which  the  front- 
end  load  plays  in  stimulating  regular  investing  is  questioned  by  the 
Special  Study’s  findings  that  within  3%  years  after  beginning  the  plans 
substantial  portions  of  contractual  planholders  had  made  no  pajnnent 
for  at  least  a  year  or  had  redeemed  their  plan  certificates.  It  is 
further  questioned  by  the  evidence  in  the  AMFPS  Presentation 
that  10  and  12  years  after  beginning  the  plans  substantially  less  than 
one-half  of  the  olanholders  had  completed  them  and  that  from  one- 
third  to  three-fifths  of  the  planholders  had  made  less  than  half  of  the 
scheduled  payments.  The  Special  Study  also  found  a  substantial 
proportion  of  all  accounts  in  its  sampling  of  contractual  plans  opened 
in  February  1959  had  not  systematically  invested.173 

The  ineffectiveness  of  the  front-end  load  as  a  stimulus  to  systematic 
investing  is  further  evidenced  by  the  responses  of  contractual  plan 
purchasers  and  redeemers  in  the  Wharton  School  survey.  The  front- 
end  load  cannot  be  said  to  have  served  as  such  a  stimulus  for  the  4 
out  of  10  purchasers  who,  several  months  after  their  initial  payment, 
were  unaware  of  the  disadvantage  imposed  by  the  front-end  load  on 
those  who  fail  to  complete  their  payments.  Nor  could  it  so  serve  for 
the  one-half  of  the  contractual  plan  redeemers  who  were  unaware  of 
this  disadvantage. 

For  those  contractual  planholders  who  do  invest  systematically, 
factors  unrelated  to  the  front-end  load  itself— a  fixed  goal  and  schedule 
of  payments,  regular  reminders  and  the  purchase  of  completion 

171  Special  Study,  pt.  4,  211. 

nj  Id.  at  182.  304. 

The  Study  noted: 

“The  general  participation  of  planholders  fell  off  considerably  during  the  43-month  period.  In  the  first 
month  after  the  plans  were  initiated,  payments  of  single  or  multiple  installments  were  received  from  71  per¬ 
cent  of  the  planholders.  The  number  of  remitting  accounts  rose  slightly  in  May  and  June  of  1959,  but 
thereafter  diminished  rather  steadily  to  65.1  percent  in  February  i960,  53.7  percent  in  February  1961,  and 
43.2  percent  in  February  1962.  In  August  1962,  payments  were  received  from  only  39.8  percent  of  the  ac¬ 
counts  initiated  314  years  before. 

“The  number  of  months  in  which  planholders  make  payments— and  correspondingly,  the  number  of 
planholders  making  payments  in  any  month— as  described  above,  may  be  affected  by  the  extent  to  which 
multiple-installment  payments  are  made.  Of  the  entire  group  studied,  fully  87  percent  paid  multiple 
installments  in  their  initial  payment  in  February  1959.  On  the  other  hand ,  some  83  percent  of  all  payments 
made  by  all  planholders  after  the  first  payment  were  of  single  installments.”  Id.  at  190. 
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insurance  “*  *  *  may  be  as  important  stimulants  as  the  penalty 
involved  in  the  load.”  174 

Indeed,  there  is  some  evidence  that  persons  investing  in  voluntary 
plans  with  completion  insurance,  which  do  provide  the  goal,  schedule, 
and  reminder  notices  featured  in  contractual  plans,  have  at  least  as 
high  a  persistency  record  of  payments  as  purchasers  of  contractual 
plan  certificates  of  similar  denominations.  Statistics  were  submitted 
to  the  Commission  by  the  Putnam  Fund  Distributors,  Inc.,  for  the 
period  from  1954,  when  such  voluntary  plans  were  first  offered  by  that 
organization,  until  the  end  of  May  1963,  with  the  bulk  of  new  voluntary 
plan  accounts  having  been  opened  during  the  latter  years  of  that 
period.  The  statistics  showed  regular  monthly  or  quarterly  payments 
(as  provided  for  on  their  application)  of  no  less  than  $50  were  made 
without  fail  on  85.4  percent  of  all  the  plans.175 

(6)  Disclosures  applicable  to  sales  of  contractual  plans 

The  plan  sponsors  assert  that  “almost  the  entire  sales  presentation 
is  in  the  form  of  a  prospectus  and  sales  literature  which  must  and  do 
conform  to  the  laws  and  regulations  *  *  *”  176  and  that  “almost  all  of 
the  information  upon  which  the  contractual  plan  customer  must  base 
his  investment  decision  is  included  in  the  prospectus  and  other  sales 
materials  supplied  to  him  by  the  salesmen.”  177  They  suggest  that  the 
question  of  the  front-end  load  should  be  left  to  the  investors,  stating: 

It  is  the  universal  experience  of  the  American  free  economy 
that  people  do  not  continue  to  buy  for  very  long  or  in  very 
great  quantity  anything  that  they  do  not  think  is  worth  what 
it  costs.178 

However,  Congress  determined  a  t  the  time  of  the  passage  of  the  Act 
that  disclosure  alone  provided  inadequate  protection  to  purchasers  of 
investment  company  shares.  The  House  Report  on  the  bill  which  be¬ 
came  the  Investment  Company  Act  stated  with  respect  to  the  investor 
protections  afforded  by  the  Securities  Act  of  1933  and  the  Securities 
Exchange  Act  of  1 934 : 

Generally  th^se  Acts  provide  only  for  publicity.  The 
record  is  clear  that  publicity  alone  is  insufficient  to  eliminate 
malpractices  in  investment  companies.179 

Experience  under  the  Act  has  shown  that  disclosure  does  not  protect 
the  many  contractual  planholders  who  pay  exceedingly  high  effec¬ 
tive  sales  loads  on  redeemed  and  inactive  plans. 

The  contractual  plan  sponsors  question  the  feasibility  of  making  data 
regarding  lauses  and  redemptions  in  telligible  to  the  average  reader  of  a 
prospectus.180  They  assert  that: 

[t]he  wholly  personal  reasons  underlying  past  investors’  de¬ 
cisions  to  redeem  or  miss  payments  have  absolutely  no  bear¬ 
ing  upon  the  financial  position  of  any  other  individual  investor. 


us  Id.  at  198-199.  As  the  Special  Study  noted:  “These  statistics  do  not  reflect  the  number  of  voluntary 
plans  with  completion  insurance  purchased  each  year  nor  the  payment  records  for  plans  initiated  in  each 
vear  from  1954-63.  *  *  *  Despite  their  inconclusive  nature,  the  statistics  seem  to  indicate  a  very  high 
proportion  of  systematic  payments,  even  when  compared  to  the  insured  contractual  plan  accounts  of  de¬ 
nominations  of  $50  per  month  and  over  in  the  study's  IC-8  sampling  .  Id.  at  198. 
m  Presentation,  pt.  I,  21-22. 

ITT  Presentation,  pt.  IV,  67. 

JT8  id.  at  7. 


itb  House  Report  10. 
no  Presentation,  pt.  IV,  87. 
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Thus,  if  the  purchaser  is  convinced  that  he  will  be  able  to 
carry  his  plan  through  to  completion,  the  individual  failures 
of  a  minority  of  other  investors  should  not  concern  or  deter 
him.181 

They  maintain  that  the  simple  question,  “Do  you  think  that  you  can 
complete  this  plan?”  would  render  such  data  entirely  superfluous.182 
However,  based  on  the  data  submitted  by  them,  the  “minority  of  other 
investors”  who,  the  plan  sponsors  assert,  fail  to  complete  their  plans 
may  well  be  a  majority.  Moreover,  the  plan  sponsors’  justification 
for  the  use  of  a  front-end  load  in  the  sale  of  long  term  investment 
programs  does  not  consider  the  fact  that  whether  any  individual  in¬ 
vestor  will  have  the  financial  resources  and  the  willingness  to  commit 
those  resources  to  equity  securities  for  a  period  of  10  years  or  more  is  a 
highly  uncertain  determination  at  best.  Lapse  and  redemption  data 
for  past  years  show  that  large  numbers  of  contractual  planholders  have 
not  completed  their  plans  and  have  paid  high  effective  sales  loads 
on  the  amount  invested. 

(c)  The  'profitability  of  contractual  plan  investments 
The  plan  sponsors  have  presented  extensive  statistical  information 
to  demonstrate — 

that  by  far  the  large  majority  of  investors  in  contractual 
plans  have  profited  very  substantially  from  their  investments 
and  the  losses  suffered  by  the  relatively  few  have  been  ex¬ 
ceedingly  small  in  comparison.183 

They  also  claim  that  “the  highly  favorable  results  shown  were 
achieved  alter  the  deduction  of  the  front-end  load  at  whatever  rate.”  184 
Although  AMFPS  referred  to  the  accounts  that  suffered  losses 
as  a  “relatively  few,”  they  consisted  of  9,  33,  3,  and  24  percent, 
respectively,  of  the  contractual  plan  accounts  for  accumulation  of 
shares  of  Financial  Industrial  Fund,  Inc.,  Hamilton  Funds,  Inc., 
United  Accumulative  Fund,  and  Wellington  Fund,  Incx  All  these 
accounts  were  redeemed  at  a  loss.185  In  addition,  many  of  the  indi¬ 
vidual  nonredeemed  accounts  in  the  low  payments  categories  un¬ 
doubtedly  reflected  potential  losses  10  or  12  years  after  being  opened.186 

Since  the  fund  shares  underlying  all  these  contractual  plans  gen¬ 
erally  appreciated  in  value  during  the  periods  in  question,  such  losses 
and  potential  losses  were  primarily  the  result  of  the  front-end  load. 
Moreover,  the  relatively  small  dollar  amounts  of  losses  in  comparison 
to  profits  merely  reflects  the  fact  that  the  great  majority  of  accounts 
which  suffered  losses  had  paid  fewer  installments  and,  accordingly, 
had  less  invested  than  most  of  the  accounts  which  showed  a  profit. 

More  important,  in  the  Commission’s  view,  reliance  on  the  profits 
realized  or  realizable  by  contractual  plan  investors  ignores  the  funda- 


Id.  at  86-87. 

182  Id.  at  86-87.  Emphasis  is  AMFPS’. 

183  Presentation,  pt.  I,  30. 

184  Id.  at  28.  Emphasis  is  AMFPS’. 

•8S  Presentation,  pt.  V,  tables  V-l  through  V-4. 

188  jror  example,  11.6  percent  of  contractual  plan  accounts  for  the  accumulation  of  shares  of  Financial 
Industrial  Fund,  Inc.,  by  yearend  1962  were  not  terminated  and  in  the  2-13  payment  units  category.  In 
the  aggregate  $48,586  was  paid  on  those  accounts  and  they  had  a  market  value  at  yearend  1962  of  $40,907. 
Another  5.5  percent  of  the  nonterminated  accounts  were  in  the  14-25  payments  category.  In  the  aggregate 
they  paid  $104,491  and  had  a  market  value  at  yearend  1962  of  $103,546.  It  is  likey  that  most  of  those  accounts 
in  the  2-13  payments  category  and  a  large  proportion  of  those  acoounts  in  the  14-25  payments  category 
would  have  sustained  losses  had  they  been  redeemed  at  yearend  1962, 10  years  after  they  were  opened. 
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mental  standard  of  fairness  which  should  govern  the  charges  for 
securities  transactions.  The  Special  Study  summed  it  up  as  follows  : 

In  any  event,  the  rationale  of  justifying  a  front-end  load 
on  the  long-range  success  of  many  contractual  plan  pur¬ 
chasers  appears  to  miss  a  significant  point.  In  the  securities 
business  generally,  including  the  mutual  fund  field  specifi¬ 
city*  the  reasonableness  of  a  commission  rate  or  markup  is 
judged  in  relation  to  the  amount  invested,  not  the  ultimate 
success  or  failure  of  the  investment.  The  contractual  plan 
industry  is  unique  in  justifying  its  sales  load  by  the  ultimate 
average  success  of  the  investors  involved. 

The  industry  argument  based  on  the  ultimate  profitability 
of  most  plans  generally  ignores  the  larger  profits  which  would 
be  available  to  a  contractual  planholder  making  equal  pay¬ 
ments  on  a  voluntary  plan.187 

To  the  extent  that  contractual  planholders  have  realized  profits  on 
their  investments  because  of  mutual  fund  performance  in  the  generally 
rising  securities  markets  of  recent  years,  those  profits  were  achieved 
despite  the  front-end  load.  The  front-end  load  itself  makes  no  con¬ 
tribution  to  fund  performance  records  (a  separate  fee  is  paid  for  fund 
management).  Nor  is  a  contractual  plan  investment  a  profit-sharing 
arrangement  under  which  the  load  is  reduced  or  eliminated  in  case  of 
market  losses.  The  front-end  load  cannot  be  justified  by  reference 
to  the  profitability  of  some  planholders’  investments. 

(d)  The  front-end  load  as  a  necessary  incentive  for  salesmen 

A  further  justification  for  the  front-end  load  put  forth  by  the  con¬ 
tractual  plan  industry  is  that  it  is  the  only  means  of  compensating 
salesmen  adequately  for  bringing  to  the  small  investor  the  opportu¬ 
nity  for  equity  investments  through  the  medium  of  mutual  furds. 
Even  assuming  that  this  claim  is  valid  and  that  this  end  is  desirable, 
does  it  justify  the  means — the  front-end  load— since  much  of  the 
investor’s  first-year  payments  is  not  used  for  his  benefit  and  since  he 
actually  prepays  sales  loads  for  future  investments  which  there  is  a 
good  likelihood  he  will  never  make? 

Moreover,  though  the  contractual  plan  is  a  long-range  program  for 
systematic  investing,  the  front-end  load  only  provides  retailers  with 
a  strong  incentive  to  get  purchasers  to  initiate  such  a  plan,  regardless 
of  their  circumstances,  in  order  to  realize  commissions  on  at  least  the 
front-end  portion  of  the  load.188  After  these  first-year  payments  are 
made,  the  salesman’s  interest  in  the  completion  of  the  plans  he  sells 
is  sharply  eroded  by  the  fact  that  his  commissions  are  substantially 
decreased.  They  amount  to  about  $1  on  each  $50  payment.  This  is 
only  about  one-twelfth  of  what  he  receives  on  the  first  year’s  pay¬ 
ments  and  one-half  of  what  he  would  receive  from  a  payment  of  a  like 
amount  on  a  voluntary,  level-load  plan. 

The  problem  is  compounded  by  the  practice  of  encouraging  pre¬ 
payment  of  installments  subject  to  the  front-end  load.  This  provides 
no  advantage  to  the  plan  purchasers  who  could  use  the  amount  of 
their  prepayments  to  purchase  shares  at  level  loads.  But  it  does 
limit  the  time  period  during  which  the  salesman  has  a  direct  financial 
incentive  to  encourage  his  customer  to  invest  systematically. 


i«7  Srwcial  Study,  pt.  4,  181. 
|88  Ibid. 
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Once  the  first  year’s  payments  have  been  made,  it  may  be  to  the 
salesman’s  advantage  to  continue  to  service  his  customer  by  encourag¬ 
ing  him  to  persist  in  his  program.  The  salesman  may  thereby  obtain 
customer  goodwill  which  may  lead  to  repeat  sales  and  references  to 
other  prospective  customers.  However,  the  high  proportion  of  cus¬ 
tomers  who,  10  or  12  years  after  purchasing  contractual  plan  certifi¬ 
cates,  have  made  substantially  less  than  half  their  payments  189  sug¬ 
gests  either  that  post-front-end  load  followup  is  not  practiced  or,  if  it 
is,  that  customers  are  nevertheless  unable  or  unwilling  to  continue 
to  make  payments.  If  unwilling,  it  is  remarkable  that  customers  are 
more  easily  persuaded  to  make  payments  subject  to  a  50  percent  load 
than  t,o  make  ^yments  from  which  only  a  3  or  4  percent  sales  load 
is  deducted.  Moreover,  the  high  turnover  of  salesmen  in  the  con¬ 
tractual  plan  industry  raises  the  question  of  whether,  after  the  front- 
end  load  reward  has  already  gone  to  other  salesmen,  new  salesmen 
will  expend  time  and  effort  to  persuade  customers  to  maintain  plan 
payments  which  earn  them  next  to  nothing  in  commissions.  These 
salesmen  can  more  profitably  spend  their  time  obtaining  front-end 
load  commissions  on  new  contractual  plan  sales. 

The  front-end  load  encourages  a  nonselective  approach  to  soliciting 
customers.  The  contractual  plan  salesman’s  list  of  prospective  cus¬ 
tomers  admittedly  is  far  less  selective  than  that  of  the  regular  account 
mutual  fund  salesman  and  the  percentage  of  customers  refusing  to 
invest  will  be  higher  for  the  contractual  plan  salesmen.190  Although 
such  lack  of  selectivity  may  result  in  more  persons  being  made  aware 
of  mutual  funds  as  a  vehicle  for  investment,  its  logic  would  lead  to  the 
conclusion  that  an  even  larger  front-end  load  should  be  permitted  so 
that  even  more  persons  could  be  approached  through  even  less  selec¬ 
tive  screening  of  potential  customers. 

The  front-end  load  in  contractual  plans  also  has  been  defended  on 
the  ground  that  salesmen  in  other  fields  are  similarly  compensated. 
The  AMFPS  presentation  states: 

It  should  be  noted  that  there  is  nothing  unusual  about 
front-end  loads.  Not  only  every  purchaser  of  life  insur¬ 
ance,  but  every  purchaser  of  a  home  with  a  long-term  mort¬ 
gage,  and  every  purchaser  of  an  automobile  or  a  household 
appliance,  or  anything  else  bought  “on  time,”  pays  the 
equivalent  of  a  front-end  load;  although  in  each  case  the 
penalty  for  interruption  of  payments  is  likely  to  be  far  more 
drastic  than  in  the  case  of  a  contractual  plan.191 

In  the  Commission’s  view,  there  is  no  basis  for  analogizing  the 
purchase  of  merchandise  or  insurance  on  the  installment  basis  to 
front-end  load  plans  for  investing  in  mutual  fund  shares.  Buyers  of 
houses,  automobiles,  or  household  appliances  immediately  obtain  the 
full  enjoyment  of  their  purchases.  The  contractual  planholder,  on 
the  other  hand,  does  not  obtain  the  investment  benefits  of  a  fully  paid 
plan  until  he  completes  his  payments.  When  his  first  year’s  sched¬ 
uled  payments  have  been  completed,  50  to  80  percent  of  the  sales  load 
on  the  entire  plan  has  been  deducted;  192  yet  only  about  5  to  6  percent 
of  the  total  net  investment  contemplated  under  his  plan  has  been 
made. 


>89  See  pp.  239-240,  supra. 

>»°  Presentation,  pt.  IV,  19.  See  also  Special  Study,  pt.  4,  125-129. 
isi  Presentation,  pt.  1, 11. 

i®2  The  amount  of  the  variation  primarily  depends  on  the  length  of  the  plan. 
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Even  though  the  purchase  of  life  insurance  may  involve  a  front-end 
load,  it  must  be  noted  that  life  insurance  purchasers — primarily  in¬ 
terested  in  providing,  in  the  event  of  their  death,  support  for  their 
dependents  193 — immediately  receive  the  full  measure  of  the  contem¬ 
plated  death  protection,  not  5  percent  of  it.  Moreover,  there  are 
significant  distinctions  between  the  front-end  loads  paid  to  contractual 
plan  salesmen  and  the  payment  to  life  insurance  agents  of  a  large  pre¬ 
portion  of  the  first  year’s  insurance  premium.  While  the  compensa¬ 
tion  of  insurance  salesmen  may  depend  noon  the  type  of  life  insurance 
policy  sold,  the  differences  are  very  moderate  in  comparison  to  those 
which  prevail  in  the  sale  of  mutual  fund  accumulation  plans.  Thus, 
once  it  has  been  determined  that  a  customer  will  spend  a  given  amount 
per  year,  say,  $300  on  life  insurance,  the  agent  can  give  advice  as 
to  what  type  of  insurance  obtainable  for  that  money  would  best 
suit  his  customer’s  needs  (e.g.,  a  straight  life  policy,  a  limited  pay¬ 
ment  life  policy,  a  10-  or  15-year  endowment,  or  diminishing-balance 
term  insurance)  without  his  income  being  very  substantially  affected 
by  the  customer’s  choice.194 

The  front-end  load  in  the  contractual  plan  industry  does  not  operate 
in  the  same  manner.  Although  both  contractual  and  voluntary 
accumulation  plans  can  be  used  to  achieve  the  same  type  of  investment 
objectives,  the  salesman’s  first  year  commission  is  five  times  greater 
if  he  sells  a  front-end  load  contractual  plan  rather  than  a  level-load 
voluntary  in  the  same  mutual  fund  shares.190  As  a  result,  the  front- 
end  load  effectively  precludes  many  dealers  and  their  salesmen  from 
giving  adequate  sales  presentations  of  level-load  accumulation  plans 
to  persons  of  modest  means. 

.9.  The  Commission's  conclusions  and  recommendations  respecting  con¬ 
tractual  plans 

The  front-end  load  places  contractual  planholders  in  a  unique 
position.  Besides  normal  investment  risks,  they  assume  a  sales 
charge  burden  which  can  never  be  entirely  neutralized  and  can  be 
appreciably  mitigated  onlv  by  completing  their  investment  program. 
As  has  been  seen  from  the  Special  Study  and  AMFPS  statistics,  many 
investors — frequentlv  because  of  financial  circumstances  beyond  then 
control — do  not  persist  in  their  payments  long  enough  to  achieve 

that  goal.  .  .  _ 

In  1940  Congress  and  the  Commission  saw  fit,  on  the  basis  ot  the 
data  then  at  hand,  to  permit  a  front-end  load  of  no  more  than  50 


U3  T.ife  insurance,  except  for  term  insurance  policies,  does  contain  a  savings  element  (represented  by  in¬ 
vestment  in  debt  securities),  the  operation  of  which  is  postponed  by  the  front-end  load.  This  element, 
however  is  swwndsur  among  the  reasons  why  people  buy  life  insurance  See  Institute  of  Life  Insurance 
The  Life  insurance  Public  as  Portrayed  by  a  Nationwide  Survey  of  Life  Insurance  Ownership  Mid 
Attitudes  (1957)  pp  44-47.  Spontaneous  responses  to  the  question,  Which  would  you  say  are  the  major 
reasons  for  carrying  life  insurance?”  were:  support  for  dependents  (67  percent);  cleanup  funds  (3S  percent  , 
savine  08  percent)-  education  (7  percent);  retirement  income  (6  percent);  borrowing  (6  percent),  and  mort 
npn£nt->  When  show  a  card  listing  each  of  these  reasons,  the  uses  of  life  insurance 
gai?ieuepaiyl^e?«  ;tcPinvp«trnpnt  asnects  were  listed  by  larger  proportions  of  respondents.  Combining 

"•  f  lsr  that. 

EFSS 

ment  objectives. 
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percent.  In  the  ensuing  years,  front-end  load  plans  have  been  given 
a  full  and  fair  opportunity  to  prove  that  they  can  be  sold  without 
adversely  affecting  investors.  The  experience  of  thoso  vears — 
reflected  in  the  prevalence  in  the  Special  Study  and  AMFPS  statistics 
of  high  effective  sales  charges  paid  on  large  proportions  of  accounts 
that  were  redeemed,  lapsed,  and  uncompleted — has  demonstrated  the 
need  for  a  more  thoroughgoing  solution  than  the  interim  one  made  in 
1940.  Against  the  pressures  generated  bv  the  sales  incentive  of  the 
front-end  load,  the  disclosures  of  the  costs  and  risks  involved  in 
contractual  plan  investment  have  been  and  are  likely  to  continue  to 
be  ineffective  protection  for  the  investing  public. 

It  is  anomalous  that  of  all  investors  in  equity  securities  onlv  the 
contractual  plan  purchaser — who  is  so  concerned  with  minimizing 
speculative  investment  risk — is  burdened  with  a  front-end  load  sales 
charge  that  increases  the  possibility  of  loss  and  decreases  the  possibil¬ 
ity  of  gain. 

The  Commission  therefore  recommends  that  the  Act  be  amended 
to  prohibit  the  deduction  of  front-end  loads  in  future  sales  of  invest¬ 
ment  company  securities. 

The  Commission  also  recommends  that  the  maximum  aggregate 
permissible  sales  load  for  contractual  plan  certificates  be  reduced  from 
the  present  level  of  9  percent  to  the  5  percent  level  that  it  considers 
appropriate  for  other  types  of  mutual  fund  investments.  There  is  no 
reason  why  contractual  plan  purchases  should  be  especially  costly  to 
investors. 

The  foregoing  should  not  cause  any  contractual  planholder  to  re¬ 
deem  or  cease  making  payments  on  his  certificate.  Early  redemption 
of  a  plan  almost  always  results  in  loss  to  the  planholder.  Planholders 
who  cease  making  payments  fail  to  utilize  the  opportunity  to  invest 
in  fund  shares  at  reduced  sales  charge  rates  which  apply  to  payments 
scheduled  to  be  made  after  the  first  year  of  the  plan.  The  recom¬ 
mendations  are  focused  solely  on  future  sales  of  contractual  plans. 

10.  The  front-end  load  on  face-amount  certificates 
(a)  Introduction 

Like  contractual  plans,  face-amount  certificates  provide  for  the 
periodic  investing  of  specified  amounts  in  monthly,  quarterly,  semi¬ 
annual,  or  annual  payments.  However,  face-amount  certificates  are 
debt  rather  than  equity  securities.  They  have  terminal  values  which 
are  fixed  at  the  time  of  purchase.  At  a  specified  maturity  date  (such 
as  6,  10,  15,  or  20  years  after  their  purchase)  the  face-amount  certifi¬ 
cate  company  must  pay  the  investor  the  sum  of  money  specified  in 
the  certificate.  Reduced  rates  of  return  are  provided  if  the  investor 
redeems  his  certificate  prior  to  its  maturity. 

The  Act  requires  face-amount  certificate  companies  to  maintain 
specified  minimum  reserves.196  Unlike  the  provisions  of  section  27(a) 
with  respect  to  contractual  plans,  the  Act’s  face-amount  certificate 
provisions  make  no  express  reference  to  sales  loads.  The  effect  of  the 
minimum  reserve  requirements,  however,  is  to  permit  deduction  of 
a  maximum  sales  load  of  7  percent  on  the  aggregate  gross  annual 


i»«  Sec.  28(a)(2)  (A)  and  (B). 
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payments  to  be  made  and  the  deduction  of  as  much  as  a  50  percent 
tront-end  load  from  the  investor’s  payments  by  the  end  of  the  first 
year  s  scheduled  installments.197  It  further  allows  the  deduction  of 
as  much  as  a  7  percent  sales  load  from  payments  scheduled  for  the 
second  through  fifth  years  of  the  plan,  and  as  much  as  a  4  percent 
load  from  payments  scheduled  for  any  subsequent  year.198  Thus, 
as  in  contractual  plans,  most  of  the  sales  charges  for  face-amount 
certificates  can  be  deducted  from  the  payments  made  during  the 
first  few  years.  If  the  investor  redeems  at  an  early  point  in  his 
payment  schedule,  he  will  receive  substantially  less  than  his  total 
payments. 

At  present  there  are  six  face-amount  certificate  companies  in 
operation.  Then'  total  net  assets  on  June  30,  1966,  were  $1.1  billion 
or  about  2.3  percent  of  all  registered  investment  companies’  net 
assets  as  of  that  date.  Face-amount  certificates  issued  by  Investors 
Syndicate  of  America,  Inc.,  a  wholly  owned  subsidiary  of  Investors 
Diversified  Services,  Inc.  (“IDS”),  and  those  issued  by  IDS  itself 
prior  to  the  passage  of  the  Act  account  for  over  95  percent  of  the 
assets  of  all  registered  face-amount  certificate  companies.199  Investors 
Syndicate  currently  offers  15-  and  20-year  certificates  which  upon 
maturity  pay  interest,  compounded  annually,  at  rates  of  2.52  and  3.01 
percents,  respectively — less  if  not  held  to  maturity.  They  provide 
for  a  minimum  surrender  value  of  80  percent  at  any  time  after  sale. 

(b)  Investor  payment  experience 

An  analysis  prepared  by  IDS  of  the  payment  experience  of  its 
face-amount  certificate  investors,  reproduced  in  table  V-6,  shows  the 
status  at  the  end  of  1961  of  2,000  15-year  certificates  sold  during 
the  months  of  July  1941  and  January  1945.  The  table  shows  the 
payments  made  on  1,852  of  the  2,000  certificates  as  of  a  time  sub¬ 
sequent  to  their  scheduled  completion.200 

Of  the  1,852  accounts,  310  (16.7  percent)  were  terminated  before 
6  monthly  payments  or  their  equivalent  had  been  made.201  Another 
349  (18.8  percent),  on  which  7  to  35  monthly  payments  or  their 
equivalent  had  been  made,  had  been  surrendered.202  Only  594  (32.1 
percent)  had  been  completed.  These  figures  are  similar  to  the  Special 
Study  and  AMFPS  statistics  on  the  payment  experience  of  contrac¬ 
tual  plan  investors.  Moreover,  substantial  numbers  of  face-amount 
certificate  investors  who  did  not  complete  their  plans  lost  money 
because  of  the  front-end  sales  load  deduction. 


i»7  The  Act  (sec  28(d)(1))  requires  that  the  certificates  provide  for  a  surrender  value  when  the  purchasers 
oomplete  payments  scheduled  for  the  first  year.  For  many  years,  the  15-  and  20-year  face-amount  cer¬ 
tificates  of  the  largest  company  in  this  field  had  no  surrender  value  until  the  first  7  months  payments  had 

been  made.  ...  „„  . 

im  Act.  secs.  28(a)(2)  (A)  and  (B).  See  also  Act,  sec.  28  (d).  ,  ,  „  _ _ 

t os  The  other  four  registered  face-amount  certificate  companies  and  their  .Tune  30,  1966,  net  assets  are. 
Namoco  Mortgage  Co.,  Inc.  ($0.5  million);  Principal  Certificate  Series,  Inc.  ($0.6  million);  State  Bond  A 
Mortgage  Co.  ($25.7  million);  and  Unified  Funds,  Inc.  ($27.4  million) 
wo  The  payment  experience  on  the  remaining  148  certificates  is  not  furnished  because  they  were  amceled 
(due  to  uncompleted  sales,  etc.),  refunded  (pursuant  to  a  death  and  disability  clause),  or  transferred  to  other 

the  certificates  then  being  Issued,  no  cash  surrender  value  was  provided  until  6  months  pay- 

"’ro  Purch^rs^fcef UP. cates  who  had  made  3  years'  payments  were  entitled  to  a  surrender  value  of  71.5 
percent  of  the  payments  made. 
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Table  V-6. — Payments  experience  as  of  the  end  of  1961  for  2,000  Investors  Syndicate 
of  America  face-amount  certificates  sold  during  July  1941  and  January  1946  a 


Certificates  terminated: 

Canceled — Uncompleted  sales,  etc _  126 

Refunded — Death  and  disability  clause _  17 

Transferred  to  other  certificates _  5 

Lapsed  before  attaining  cash  value _  310 


Surrendered  for  cash  value,  to  satisfy  loans,  or  for  conversion  to 
paid-up  or  to  optional-settlement  certificates: 

Installments  paid  when  surrendered: 

7  to  11  months _  88 

12  to  23  months _  155 

24  to  35  months _  106 

36  to  47  months _  104 

48  to  59  months _  80 

60  to  71  months _  68 

72  to  83  months _  57 

84  to  95  months _  46 

96  to  107  months _  71 

108  to  119  months _  42 

120  to  131  months _  40 

132  to  143  months _ 15 

144  to  155  months _  39 

156  to  167  months _  32 

168  to  179  months _  18 

Matured _  594 


Total _  1,  555 


Total  certificates  surrendered _ 2,  013 

Less  certificates  reentered _  29 


Total  certificates  terminated _  1,  984 


Certificates  in  force: 

Months  cash  value  attained  (no  cash  value  below  7  months) : 

7  to  11  months _ 

12  to  23  months _ 

24  to  35  months _ 

36  to  47  months _ 

48  to  59  months _ 

60  to  71  months _ i _ 

72  to  83  months _ 

84  to  95  months _ • _ 


96  to  107  months _  1 

108  to  119  months _  1 

120  to  131  months _  2 

132  to  143  months _ _ 

144  to  155  months _  2 

156  to  167  months _ _ _ _ 

168  to  179  months _  10 

Total  certificates  in  force _  16 

Total  certificates  terminated _  1,  984 

Total  certificates  analyzed _  2,  000 


«  Series  1  certificates  providing  for  180  monthly  payment  units. 
Source:  Investors  Diversified  Services,  Inc. 
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(c)  Conclusions  and  recommendation 

All  of  the  reasons  underlying  the  Commission’s  conclusions  that 
front-end  loads  should  be  prospectively  prohibited  on  the  sale  of  con¬ 
tractual  plans  apply  with  greater  force  to  this  type  of  loading  arrange¬ 
ment  on  face-amount  certificate  sales.  Face-amount  certificates  are 
debt  securities.  They  pay  rates  of  return  which  are  less  than  pre¬ 
vailing  interest  rates  on  U.S.  Government  bonds,  savings  and  loan 
accounts,  and  interest-bearing  bank  deposits.  Persons  who  purchase 
face-amount  certificates  and  fail  to  complete  most  of  the  payments 
provided  for  cannot  even  hope — as  can  contractual  plan  investors — 
that  rising  security  market  levels  will  enable  them  to  recoup  the 
front-end  load  deductions. 

The  Commission  believes  that  there  is  no  justification  for  front-end 
loads  in  the  sale  of  face-amount  certificates.  It  would  be  anomalous 
to  abolish  front-end  loads  on  future  contractual  plan  sales  but  not 
on  face-amount  certificates.  Should  this  course  be  taken,  the  highest 
effective  sales  charges  in  the  securities  industry  will  apply  to  the  sale 
of  debt  securities.203 

Accordingly,  the  Commission  recommends  that  the  Act  be  amended 
so  as  to  prohibit  the  imposition  of  front-end  load  sales  charges  on  the 
future  sale  of  face-amount  certificates.  It  also  recommends  that  the 
maximum  aggregate  permissible  sales  load  for  such  certificates  be 
reduced  from  the  present  level  of  7  percent  to  the  5  percent  level  that 
it  considers  appropriate  for  other  types  of  redeemable  investment 
company  securities.  Face-amount  certificate  purchases  should  not  be 
more  costly  to  investors  than  purchases  of  other  investment  company 
securities. 

As  in  the  case  of  the  Commission’s  legislative  recommendations 
respecting  contractual  plans,  the  above  recommendations  should  not 
cause  face-amount  certificateholders  to  redeem  or  cease  making  pay¬ 
ments  on  their  certificates.  The  failure  to  complete  a  face-amount 
certificate  plan  almost  always  results  in  a  loss  to  the  investor. 


203  Aside  from  face-amount  certificates,  debt  securities  have  traditionally  entailed  lower  sales  charges 
than  those  involved  in  the  sale  of  equity  securities.  It  is  noteworthy  that  in  1965,  when  IDS  first  offered  a 
contractual  plan  subject  to  a  front-end  load  of  20  percent,  it  increased  to  .80  percent  the  surrender  value  on 
its  newly  issued  face-amount  certificates.  In  effect  this  step  brought  sales  compensation  on  its  face-amount 
certificates  into  line  with  that  on  its  contractual  plans. 


CHAPTER  VI 

MUTUAL  FUND  SIZE  AND  INVESTMENT  PERFORMANCE 


A.  INTRODUCTION 

The  evaluation  of  various  consequences  of  the  dramatic  growth  of 
the  mutual  fund  industry  during  the  post-World  War  II  period  has 
been  the  recurrent  theme  of  this  report.  Chapters  III  through  V 
have  examined  advisory  fees,  portfolio  transactions  and  sales  com¬ 
pensation  with  a  view  to  determining  what  additional  steps  need  to 
be  taken  to  protect  the  interests  of  mutual  fund  shareholders.  The 
growth  of  the  mutual  fund  industry  and  of  individual  funds  and 
complexes,  however,  has  raised  a  number  of  other — and  in  some 
respects  broader — questions.  Those  relating  to  the  impact  of  invest¬ 
ment  company  growth  on  the  Nation’s  securities  markets  and  on 
relationships  with  companies  whose  securities  are  held  in  investment 
company  portfolios  are  discussed  in  chapters  VII  and  VIII  of  this 
report. 

This  chapter  deals  with  the  effects  of  size  on  the  investment  per¬ 
formance  of  both  very  large  and  very  small  mutual  funds.  The  large 
portfolio  holdings  of  the  largest  funds  and  fund  complexes  and  the 
impaired  portfolio  mobility  and  flexibility  inherent  in  such  holdings 
raise  questions  as  to  the  effect  of  the  growth  of  these  funds  on  their 
investment  performance  and  the  interest  of  their  shareholders.  On 
the  other  hand,  the  existence  of  a  substantial  number  of  very  small 
mutual  funds  raises  the  question  whether  such  funds  are  able  to 
support  management  organizations  which,  at  economically  justifiable 
costs,  serve  investors  as  well  as  the  managements  of  other  funds  do. 

Concern  over  these  questions  appears  in  the  Act  and  in  its  legislative 
history.  Section  14(a)  of  the  Act  prohibits  management  investment 
companies  from  making  public  offerings  of  their  securities  unless  they 
have  a  net  worth  of  at  least  $100,000  or  unless  provision  is  made  in 
connection  with  a  public  offering  to  insure  that  their  net  worth  is  in¬ 
creased  to  that  amount  by  the  firm  subscriptions  of  not  more  than  25 
persons.  Although  the  Act  does  not  contain  maximum  size  limita¬ 
tions,  section  14  of  the  draft  bill  introduced  in  the  Congress  in  1940 
would  have  prohibited,  with  limited  exceptions,  the  sale  of  shares  in 
any  diversified  investment  company  or  unit  investment  trust  which 
had  total  assets  in  excess  of  $150  million.  It  also  would  have  pro¬ 
hibited  any  person  from  serving  as  manager  of,  or  investment  adviser 
to,  any  group  of  diversified  investment  companies  and/or  unit 
investment  trusts  if  the  total  assets  of  all  such  companies  which  he  so 
served  exceeded  $150  million.1  These  provisions  were  replaced  in  the 
final  version  of  the  Act  by  the  present  provisions  of  section  14(b), 
which  authorizes  the  Commission  to  study  and  investigate  the  effects 
“of  substantial  further  increases  in  the  size  of  investment  companies” 


1  See  S.  3580,  76th  Cong.,  3d  sess.  sec.  14  (1940). 
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on,  among  other  things,  “the  investment  policy  of  investment 
companies.’  ’ 

Sections  B  and  C  of  this  chapter  examine  various  potential  advan¬ 
tages  and  disadvantages  inherent  in  or  common  to  the  management  of 
very  small  and  very  large  mutual  fund  portfolios.  Section  D°examines 
the  investment  performance  of  these  size  groups  of  mutual  funds  to 
determine  to  what  extent,  if  any,  the  possible  disadvantages  of  extreme 
size  outweigh  any  advantages  and  adversely  affect  the  interests  of 
investors.  Section  E  presents  the  Commission’s  conclusions  whether 
the  relationships  between  size  and  investment  performance  records 
show  a  need  for  legislative  action  at  this  time  to  increase  the  existing 
minimum  size  requirements  or  to  impose  maximum  size  limitations. 

B.  MANAGEMENT  PROBLEMS  OF  SMALL  FUNDS 

1 .  Management  organizations 

Small  mutual  funds,  like  large  funds  offer  public  investors  an  op¬ 
portunity  to  participate  in  the  securities  markets  through  profession¬ 
ally  managed,  diversified  portfolios.  Although  for  such  management 
a  few  small  mutual  funds  may  pay  annual  advisory  fees  of  1  percent  or 
more  of  average  net  assets,  most  such  funds  do  not  pay  substantially 
more  than  the  traditional  0.50  percent  rate.  In  other  words,  the 
typical  annual  advisory  fee  on  $1  million  of  net  assets  amounts  to 
$5,000. 

Problems  in  the  management  of  small  funds  often  revolve  around 
the  development  and  maintenance  of  a  staff  capable  of  providing 
satisfactory  levels  of  investment  skill.  In  some  small  funds,  manage¬ 
ment  depends  almost  entirely  upon  the  acumen  of  a  single  individual 
who  not  only  manages  the  fund’s  portfolio  but  performs  a  variety  of 
administrative  functions  for  the  fund  and  sells  its  shares.  In  such 
situations,  independent  research  and  field  visits  to  portfolio  companies 
or  those  considered  for  inclusion  in  portfolios  are  seldom  feasible,  and 
the  investment  adviser  necessarily  relies  heavily  for  investment  re¬ 
search  on  information  contained  in  company  financial  reports,  standard 
financial  manuals,  and  investment  advisory  materials  generally 
distributed  by  brokerage  houses. 

For  many  small  funds  these  problems  are  mitigated  because  they 
are  a  part  of  a  fund  complex  or  their  advisers  are  closely  affiliated  with 
either  an  investment  counseling  firm  or  a  brokerage  house  with  an 
established  research  staff.  Advisers  to  other  small  funds  which  are 
not  so  affiliated  may  gain  access  to  extensive  research  facilities  by 
purchasing  investment  advice  from  an  established  investment  ad¬ 
visory  organization. 

2.  Costs  of  operation 

As  noted  in  chapter  III,  there  can  be  substantial  economies  of  size 
in  the  operation  of  mutual  funds  both  in  connection  with  portfolio 
management  and  the  \ariety  of  other  management  and  administrative 
services  required  by  investment  companies.  That  chapter  points  out 
that  the  growth  of  the  20  largest  externally  managed  funds  during 
the  period  1953-62  was  in  many  cases  accompanied  by  substantial 
decreases  in  their  expense  ratios,  that  is,  the  ratios  of  operating  ex¬ 
penses  to  average  net  assets.2  For  the  most  part,  these  economies  were 


2  See  table  III-6  at  p.  112,  supra. 
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derived  not  from  reductions  in  advisory  fee  rates  but  from  savings 
(per  dollar  of  assets  managed)  in  other  expense  items  such  as  custodial, 
stock  transfer,  dividend  disbursing,  printing,  legal,  and  auditing  costs. 

Chart  VI-1  shows  the  average  annual  operating  expense  ratios  of 
mutual  funds  in  different  size  classes  for  the  5-year  period  1961-65.* * 3 
This  chart  shows  that  expense  ratios  declined  consistently  as  fund 
size  increased,  from  an  average  ratio  of  1.25  percent  for  funds  in  the 
under  $1  million  size  group  to  0.49  percent  for  funds  in  the  $300 
million  and  over  size  group.  The  mean  annual  expense  ratio  for  all 
funds  was  0.80  percent,  and  the  mean  expense  ratio  for  each  group 
of  funds  in  the  $20  million  and  over  categories  was  equal  to  or  below 
this  ratio.  The  decline  in  expense  ratios  for  size  groups  in  the  $10 
million  and  over  categories  was  much  more  gradual  than  for  those  in 
the  smaller  size  groups.4 


Chart  VI-1 

MEAN  ANNUAL  OPERATING  EXPENSE  RATIOS  OF  MUTUAL  FUNDS  AS  f*ERCENT  OF  NET  ASSETS 

FOR  FIVE-YEAR  PERIOD  196!  1965  aj 
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a  I  Calendar  years  or  latest  fiscal  years.  The  number  of  funds  ranged  between  23 6  and  255. 


Brokerage  commissions  are  another  expense  incurred  by  investment 
companies.  For  accounting  purposes,  they  are  considered  a  capital 
rather  than  an  operating  expense  item.  However,  brokerage  commis¬ 
sions,  like  operating  expenses,  directly  affect  investment  performance. 
They  are  added  to  the  cost  of  securities  purchased  and  deducted  from 
the  proceeds  of  securities  sold. 

Like  other  investors,  investment  companies  realize  no  economies 
of  size  in  brokerage  commissions  for  round  lot  transactions  executed 
on  exchanges,  since  such  charges  are  governed  by  exchange  minimum 


s  The  m*an  annual  expense  ratios  shown  in  chart  VI-1  are  for  the  funds  listed  in  the  1962  through  1966 
editions  of  Johnson’s  Investment  Co.  Charts.  The  ratios  are  the  averages  of  the  annual  ratios  of  all  funds 

within  each  size  group.  The  funds,  whose  numbers  ranged  from  236  to  255,  were  classified  on  the  basis  of 

their  net  assets  at  the  end  of  each  year. 

4  Ratios  for  the  size  groups  under  $10  million  declined  from  1.25  percent  for  funds  under  $1  million  to  1.09 
percent  for  the  $1  million  to  under  $5  million  size  group  and  to  0.87  percent  for  the  $5  million  to  under  $10 
million  size  group. 
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commission  rate  schedules  which,  as  of  this  writing,  do  not  provide 
for  a  volume  discount.5  Indeed,  when  disposing  of  portfolio  securi¬ 
ties  large  funds  incur  higher  costs  than  small  funds  to  the  extent  that 
they  must  employ  secondary  distribution  techniques  which  would  be 
unnecessary  for  a  smaller  fund  disposing  of  an  investment  represent¬ 
ing  the  same  percentage  of  its  assets,  since  the  cost  of  disposing  of 
securities  in  this  manner  usually  averages  four  to  seven  times  as  much 
as  transactions  on  national  securities  exchanges. 

Nevertheless,  small  funds  as  a  group  may  incur  higher  brokerage 
charges  per  dollar  of  assets  managed  than  large  funds  if,  as  frequently 
occurs,  they  have  higher  portfolio  turnover  rates.  Table  VI-1  shows 

Table  VI- 1 — Mutual  fund  'portfolio  turnover  rates  by  size  group  for  funds  with 
fiscal  years  ended.  Dec.  31,  1964-Oct.  31,  1965 


Number  of  funds  by  net  asset  size  (millions) 

Portfolio  turnover  rates  (percent) 
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35 

53 

94 

26 

21 
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Median  rates  (percent) - - 

24 
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23 

13 

22 

Mean  rates  (percent) . - . — 

49 

35 

34 
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34 

the  distribution  of  portfolio  turnover  rates  of  229  mutual  funds  by  size 
groups  for  their  fiscal  years  ended  between  December  31,  1964,  and 
October  31,  1965,  and  the  mean  and  median  turnover  rates  for  the 
funds  in  each  size  group.6  Mean  portfolio  turnover  rates  declined  as 
fund  size  increased,  from  49  percent  for  funds  with  assets  under  $1 
million  to  16  percent  for  funds  with  assets  of  $300  million  and  over. 
Median  portfolio  turnover  rates,  while  not  showing  a  declining  trend 
for  the  groups  of  intermediate  size  funds,  were  substantially  higher  for 
funds  with  assets  under  $1  million  (24  percent)  than  for  funds  with 
assets  of  $300  million  and  over  (13  percent).7  All  of  the  funds  in  the 
$300  million  and  over  group  had  turnover  rates  of  less  than  40  percent, 
while  the  percentage  of  funds  with  turnover  rates  under  40  percent  in 
the  other  groups  ranged  from  81  percent  for  those  with  net  assets  of 
$100  million  to  under  $300  million  to  57  percent  for  those  funds  with 


\  See  PP-  J®?"!57' w(.rP  calculated  bv  dividing  the  lesser  of  purchases  or  sales  of  portfolio  securities 
,  '  P°rlfif?h°  monthly of  the  value  of  the  portfolio  securities  owned  by  the  mutual  fund 

during  the  ftod  year  h  Excluded  from  the  numerator  and  denominator  are  all  U.S.  Government  securities 
and  all  other  securities ^hose size  groups  of  funds, 
thev  we?e  relaUvSy  for  the  groups  of  funds  with  assets  under  $5  million  because  of  the  extremely 

Wgh  portfolio  turnover  rates  of  some  of  the  funds  in  those  groups.  See  note  8,  infra. 
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under  $1  million  in  assets.  All  of  the  13  funds  with  portfolio  turnover 
rates  of  100  percent  or  more  had  assets  under  $20  million.  Eight  of 
the  13  funds  had  assets  under  $5  million.8  Commission  studies  cover¬ 
ing  longer  periods  of  time  show  a  similar  pattern  of  higher  turnover 
rates  for  smaller  funds.9 

C.  MANAGEMENT  PROBLEMS  OF  LARGE  FUNDS 

The  management  problems  of  large  funds  are  quite  different  from 
those  of  small  ones.  Since  expense  ratios  and  portfolio  turnover  rates 
of  large  funds  tend  to  be  lower  than  those  of  small  funds,  operating 
costs  tend  to  have  less  impact  on  their  investment  performance  than 
they  have  on  that  of  smaller  funds.  Moreover,  advisers  derive  far 
greater  resources  from  large  funds  and  fund  complexes  than  from  small 
funds,  thereby  making  it  possible  to  develop  and  maintain  extensive 
management  organizations  and  to  obtain  the  services  of  outside  con¬ 
sultants  when  desired.  In  addition,  because  large  funds  are  important 
brokerage  customers,  their  advisers  can,  if  they  so  choose,  use  their 
brokerage  commissions  to  obtain  more  extensive  supplemental  invest¬ 
ment  advice  from  the  research  staffs  of  brokerage  houses  than  can 
advisers  to  small  funds. 

The  special  problems  of  managing  most  large  funds  revolve  mainly 
around  the  fact  that  they  buy  and  sell  large  blocks  of  securities.10  Al¬ 
though  the  assets  of  the  largest  funds  are  large  enough  to  enable  them 
to  invest  in  many  hundreds  of  securities,  their  managers  generally 
follow  a  policy  of  limiting  portfolio  holdings  to  a  far  lesser  number  of 
securities  and  of  obtaining  relatively  large  positions  in  those  securities 
which  they  believe  offer  the  best  promise  of  fulfilling  the  fund’s  invest¬ 
ment  objectives.* 11  The  investments  of  such  funds,  therefore,  are 
generally  limited  to  the  more  actively  traded  and  widely  held  securi¬ 
ties.  Their  managers  seldom  consider  investing  in  the  substantial 
number  of  securities  in  which  relatively  large  positions  cannot  be 
readily  acquired  because  of  the  small  amount  of  stock  outstanding  or 
of  the  limited  floating  supply. 

Even  within  the  framework  of  these  limitations,  large  funds  fre¬ 
quently  have  difficulty  in  acquiring  the  securities  they  desire  at 
prices  close  to  those  prevailing  at  the  time  the  investment  decision 
is  made.  The  importance  of  this  varies  with  the  objectives  of  the 
fund.  Many  funds  purchase  securities  with  the  intention  of  holding 
them  for  a  long  period  of  time,  thereby  hoping  to  benefit  from  the 
long-term  growth  of  the  enterprises  that  appear  promising  to  them 
and  of  the  economy  in  general.  To  them  the  problem  of  mobility  is 
not  as  great  as  it  is  to  funds  which  hope  to  benefit  from  short-term 
changes  in  the  price  of  their  portfolio  securities. 

A  $5  million  fund  that  wishes  to  invest  1  percent  of  its  assets  in  a 
particular  security  normally  can  have  its  500  or  1,000  share  order 

*  Of  these  eight  funds,  five  were  in  the  under  $1  million  category  and  had  turnover  rates  ranging  from  105 
to  329  percent.  The  three  funds  in  the  $1  million  to  under  $5  million  category  had  turnover  rates  ranging 
from  119  to  162  percent.  The  other  5  of  the  13  funds,  all  with  assets  under  $20  million,  had  turnover  rates 
ranging  from  106  to  215  percent. 

9  The  Wharton  Report,  using  different  definitions  of  portfolio  turnover  rates,  also  found  that  smaller  funds 
had  higher  portfolio  turnover  rates.  Wharton  Report,  pp.  210-230. 

•°  See  pp.  290-294,  infra. 

11  Some  large  funds  set  minimum  requirements  for  securities  eligible  for  inclusion  in  their  portfolios. 
For  example,  one  large  fund  normally  does  not  invest  less  than  $3  million  in  a  single  security  nor  hold  more 
than  5  percent  of  any  issuer’s  voting  stock.  Hence  securities  with  voting  rights  eligible  for  that  fund’s 
portfolio  are  limited  to  those  of  companies  which  have  voting  stock  outstanding  with  a  value  of  at  least 
$60  million. 
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executed  through  regular  market  channels  within  minutes,  if  it  so 
desires.  A  $500  million  fund  that  wishes  to  invest  1  percent  of  its 
assets  in  the  same  securities,  however,  must  obtain  50,000  or  100,000 
shares.  Since  blocks  of  that  size  are  rarely  available  for  purchase  at 
one  time,  such  funds  usually  accumulate  their  positions  over  a  period 
of  weeks  or  months  by  purchasing  smaller  blocks  as  they  become 
available  and  by  purchasing  small  amounts  through  regular  market 
channels  in  a  way  that  does  not  upset  the  market. 

In  some  instances,  large  funds  frequently  cannot  acquire  the 
securities  in  the  quantity  that  they  wish  even  over  a  relatively  long 
period.  For  example,  in  October  1962  the  adviser  to  one  large  fund 
decided  that  the  fund  should  purchase  490,000  shares  of  a  company, 
which  were  then  selling  at  approximately  $49  a  share.  By  the  end  of 
March  1963,  when  the  price  had  risen  to  almost  $66  a  share,  the  fund 
had  acquired  less  than  35  percent  of  the  shares  it  sought.  In  another 
instance,  albeit  an  extreme  one,  a  fund  determined  in  October  i960  to 
purchase  50,000  shares  of  a  particular  company  but  by  the  end  of 
March  1963,  almost  2%  years  later,  orders  for  10,700  shares  had  not 
yet  been  filled. 

These  problems  may  be  aggravated  when  a  fund  manager  determines 
that  a  particular  security  is  a  desirable  investment  for  more  than  one 
fund  within  the  complex.  Thus,  in  September  1962  a  fund  manager 
authorized  the  purchase  of  almost  443,000  shares  of  a  company  for 
two  funds  under  its  management.  By  the  end  of  March  1963  less 
than  half  of  the  purchase  order  of  one  fund  and  a  little  more  than 
10  percent  of  the  purchase  order  of  the  other  fund  had  been  filled. 
During  this  period  the  price  per  share  had  increased  from  $40  to  $48. 

Large  funds  also  encounter  comparable  problems  in  connection 
with  the  disposition  of  large  blocks  of  securities.  Although  funds 
seldom  hold  as  much  as  5  percent  or  more  of  a  company’s  outstanding 
stock,  even  1  or  2  percent  frequently  amounts  to  as  much  as  25  per¬ 
cent  of  the  annual  trading  volume  in  the  stock.  Portfolio  holdings 
of  this  size  severely  affect  a  fund’s  mobility  by  making  it  difficult, 
if  not  impossible,  to  react  promptly  to  shifts  in  market  trends.  The 
disposition  of  such  large  blocks  through  the  exchange  or  over-the- 
counter  market  at  the  time  of  the  investment  decision  is  sometimes 
impossible  and  a  fund’s  inability  to  react  promptly  to  investment 
decisions  sometimes  causes  it  to  “miss  the  market,.’’  In  declining 
markets,  this  lack  of  mobility  can  result  in  substantial  losses  or  reduc¬ 
tions  in  possible  gains.  For  example,  an  adviser  to  one  of  the  largest 
funds  spotted  unfavorable  factors  affecting  one  of  their  portfolio 
securities.  A  decision  to  sell  their  holdings  of  almost  220,000  shares 
w'as  made  at  a  time  when  the  market  was  $57  a  share.  However, 
before  much  of  their  selling  program  could  be  effected,  the  market 
price  dropped  to  the  midforties.  In  rising  markets  a  fund’s  inability 
to  dispose  of  securities  promptly  in  response  to  investment  decisions 
seriously  affects  its  ability  to  switch  into  more  promising  securities. 

Because  of  the  difficulties  of  disposing  of  large  blocks  of  securities 
through  normal  market  channels,  funds  are  relying  to  an  increasing 
extent  on  secondary  distribution  techniques  which  are  more  costly 
than  normal  market  channels.  However,  in  declining  markets  or 
where  buying  interest  in  a  particular  security  is  scant,  a  fund  is 
sometimes  unable  to  dispose  of  a  large  block  of  securities  even  through 
a  secondary  distribution.  Under  such  circumstances,  the  fund  can 


IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH  257 


either  retain  the  security  in  the  hope  that  market  conditions  will 
improve  or  dispose  of  it  gradually  through  the  regular  exchange 
markets,  the  third  market,  and  perhaps  a  secondary  distribution  of  a 
portion  of  the  block.  Such  a  gradual  disposition  may  take  consider¬ 
able  time  and  often  results  in  the  fund  realizing  substantially  less 
for  the  securities  than  if  it  had  been  able  to  dispose  of  the  entire 
block  promptly.  In  any  event,  it  makes  difficult  the  prompt  execution 
of  investment  decisions  and  the  reinvestment  of  funds. 

D.  INVESTMENT  PERFORMANCE 

1.  Introduction 

In  determining  whether  any  further  restrictions  on  investment 
company  size  are  necessary  for  the  protection  of  investment  company 
shareholders,  an  important  factor  to  be  considered  is  the  investment 
performance  of  the  funds  at  the  extreme  ends  of  the  size  spectrum 
relative  to  the  performance  of  all  funds.  The  advantages  and  dis¬ 
advantages  relating  to  fund  size  discussed  earlier — operating  expenses, 
portfolio  turnover,  portfolio  flexibility,  and  management  resources — 
are  reflected  in  performance  records. 

The  Wharton  Report  examined  the  relationships  between  mutua, 
fund  size  and  performance  for  the  5%-year  period,  January  1,  1953 
to  September  30,  1958.  It  found  no  evidence  that  the  performance, 
records,  unadjusted  for  portfolio  composition,  of  the  largest  funds 
differed  substantially  from  those  of  the  intermediate  size  funds.  It 
also  found  that  the  funds  with  assets  of  over  $1  million  and  under  $10 
million  at  the  end  of  the  period 12  had  not  performed  as  well  as  others, 
but  that  this  disparity  was  largely  attributable  to  differences  in 
portfolio  structure — the  smaller  funds  in  general  maintained  a  larger 
proportion  of  their  assets  in  cash,  and  other  short-term  securities  than 
did  other  funds  throughout  the  period  studied.13 

The  Commission’s  staff  examined  the  investment  performance14  of 
228  and  150  mutual  funds  for  the  5-year  period  1961-1965,  and  the 
10-vear  period  1956-1965,  respectively.15  Performance  records  of 
individual  funds  were  compared  only  to  the  median  16  performance 
record  for  all  funds  in  the  same  investment-objective  category,  since 
differences  in  performance  unrelated  to  size  are  to  be  expected  among 
funds  with  different  investment  objectives.17 


'2  The  Wharton  study  excluded  funds  of  $1  million  or  less  in  size,  so  that  its  smallest  size  category  consisted 
of  funds  of  over  $1  million  and  under  $10  million. 

'3  Wharton  Report,  18,  133,  294,  296-311. 

14  Mutual  fund  investment  performance  for  the  purpose  of  this  analysis  was  defined  as  the  change,  during 
the  period  of  time  under  discussion,  in  the  net  asset  value  per  share  (adjusted  to  reflect  the  acceptance  of 
capital  gains  distributions  in  additional  shares)  plus  the  cash  dividends  paid  during  the  period  from  net 
investment  income  (adjusted  to  reflect  dividends  paid  on  such  additional  shares)  as  a  percent  of  the  starting 
net  asset  value  per  share. 

15  The  funds  studied  included  all  funds  listed  in  the  performance  comparisons  of  Arthur  Wiesenberger 
&  Co.,  Investment  Companies,  1966,  which  were  in  operation  for  the  full  respective  periods  and  all  funds 
with  net  assets  of  less  than  $20  million  at  Dec.  31,  1965,  meeting  the  same  operating  requirements. 

16  The  term  “average”  as  used  hereafter  in  this  chapter  refers  to  the  median. 

17  The  investment  objective  classifications  were  based  on  the  funds’  representations  of  investment  policy 
as  indicated  in  their  current  prospectuses. 

For  the  5-  and  10-year  periods  there  were  104  and  50  funds,  respectively,  classified  as  growth  funds.  These 
funds  have  as  their  primary  objective  capital  growth.  Generally,  they  invest  in  common  stocks. 

The  growth-income  category  consists  of  65  and  53  funds  for  the  5-  and  10-year  periods,  respectively,  that 
have  an  investment  objective  of  capital  growth  and  income,  with  emphasis  on  each  of  these  considerations 
varying  among  the  funds.  These  funds  invest  primarily  in  common  stocks. 

There  were  44  "balanced  funds”  with  5-year  records  and  39  with  10-year  records.  While  the  term  “bal¬ 
anced  fund”  relates  to  the  portfolio  composition  of  a  fund  rather  than  to  its  investment  objectives,  it  is  used 
here  to  denote  those  funds  which,  through  maintenance  of  a  balance  of  investments  in  common  stocks,  pre¬ 
ferred  stocks,  and  bonds,  seek  some  measure  of  capital  growth,  current  income,  and  relative  price  stability. 
The  relative  emphasis  on  each  of  these  considerations  varies  within  this  group. 

For  the  5-  and  10-year  periods  there  were  15  and  8  funds,  respectively,  classified  as  income  funds  having 
as  their  primary  objective  current  income.  They  invest  to  varying  degrees  in  common  stocks,  preferred 
stocks,  and  bonds. 
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A  study  of  fund  size  and  investment  performance  is  necessarily 
complicated  by  the  fact  that  most  funds  have  grown  during  the  past 
5  and  10  years.  For  many  funds  this  growth  has  been  substantial. 
Thus,  if  funds  were  classified  on  the  basis  of  their  end-of-period  assets, 
the  small  fund  categories  would  exclude  those  funds  that  grew  out  of 
the  categories  by  the  end  of  the  periods,  possibly  because  of  superior 
performances.  Similarly,  the  classification  of  large  funds  on  the  basis 
of  end-of-period  assets  would  include  in  the  large  fund  category  those 
funds  which  were  not  large  throughout  the  period. 

On  the  other  hand,  the  classification  of  funds  on  the  basis  of  begin- 
ning-of-period  assets  would  include  in  the  small  fund  categories  some 
funds  that  were  not  small  during  the  entire  period.  Indeed,  it  would 
include  one  fund  that  grew  from  under  $5  million  to  over  $600  million 
during,  the  5-year  period,  1960-65.  With  respect  to  large  funds,  a 
beginning-of-period  test  would  exclude  from  the  large  fund  category 
those  funds  which  grew  into  and  remained  within  that  category  for 
virtually  all  or  a  major  part  of  the  period  studied.  For  these  reasons, 
neither  system  of  size  classification  is  entirely  satisfactory. 

In  recognition  of  these  factors,  the  staff’s  study  used  a  beginning- 
of-period  assets  test  for  the  small  fund  categories  to  include  all  funds 
that  began  the  periods  studied  as  small  funds.  The  performance 
records  of  these  funds  were  examined  in  groups  based  on  both  begin¬ 
ning-  and  end-of-period  assets.  An  end-of-period  asset  test  was  used 
for  large  funds  to  include  all  funds  that  had  become  large  by  the  end 
of  the  periods  studied.  As  in  the  case  of  the  small  funds,  however, 
large  funds  also  were  grouped  on  the  basis  of  their  beginning-  and 
end-of-period  assets. 

2.  The  smallest  funds  ( under  $1  million  at  beginning  of  period) 

Table  VI-2  compares  for  the  5-  and  10-year  periods  ended  December 
31,  1965,  the  performance  records  of  each  fund  in  the  smallest  size 
category — under  $1  million  at  the  beginning  of  the  period — with  the 
average  performance  records  of  all  funds  in  the  same  investment- 
objective  category.  The  smallest  funds  are  subclassified  into  three 
groups — those  with  end-of-period  assets  of  less  than  $1  million,  those 


Table  VI-2. — Performance  of  the  smallest  mutual  funds  for  the  5-  and  10-year 

periods  ended  Dec.  81,  1965 


Beginning-of-period  net  assets 
(millions  of  dollars) 

End-of-period  net  assets 
(millions  of  dollars) 

All  smallest 
funds 

Funds  performing  above 
and  below  the  average  of 
all  funds  in  the  same  in¬ 
vestment-objective  cate¬ 
gory 

Above  “ 

Below 

5-year  period : 

Under  1 . . . 

18 

5 

13 

Do 

1  to  under  5.- - - 

17 

13 

4 

Do _ _ _ 

5  and  over . 

10 

6 

4 

45 

24 

21 

10-year  period: 

Under  1..- -  - - 

4 

0 

4 

Dn 

1  to  under  5 . . . 

6 

1 

5 

1 

Do _ 

5  and  over . — - . 

5 

4 

15 

5 

10 

•  Includes  those  funds  with  performance  at  the  average. 
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with  $1  million  to  under  $5  million,  and  those  with  $5  million  and 
over.18  The  table  shows  the  number  of  funds  in  each  of  these  size 
classifications  with  performance  records  above  and  below  the  average 
for  all  funds  in  the  same  investment-objective  category.19  For  the 
5-year  period,  24  of  the  45  smallest  funds  had  above  average  perform¬ 
ance  records,  but  for  the  10-year  period,  only  5  of  15  of  the  smallest 
funds  had  performance  records  that  were  above  average. 

The  classification  of  the  smallest  funds  on  the  basis  of  their  end- 
of-period  asssets  shows  a  markedly  different  picture.  For  both  the 
5-  and  10-year  periods,  the  funds  that  performed  above  average  tended 
to  grow  out  of  the  under  $1  million  group.  For  the  5-year  period, 
19  of  the  27  funds  that  grew  out  of  the  under  $1  million  group  had 
above  average  performance,  while  only  5  of  the  18  funds  that  re¬ 
mained  in  this  size  group  performed  above  average.  For  the  10-year 
period,  5  of  the  11  funds  that  grew  out  of  the  under  $1  million  group 
had  above  average  performance,  while  none  of  the  4  funds  that 
remained  performed  above  average. 

Among  the  funds  that  remained  within  the  under  $1  million  cate¬ 
gory  there  was  wide  variation  among  the  performance  records  of  the 
funds.  Some  of  these  funds  performed  far  above  average  while  the 
performance  of  others  was  well  below  the  average  including  one  fund 
with  a  negative  performance  record.  There  was  no  relationship  be¬ 
tween  size  and  performance  for  these  funds  with  some  of  the  better 
performing  funds  being  among  the  smallest  in  this  group  and  some  of 
the  poorer  performing  funds  among  the  largest  funds  in  the  group. 

During  the  5-year  period,  13  of  the  17  funds  with  end  of  the  period 
assets  of  $1  million  to  under  $5  million  and  6  of  the  10  funds  with 
assets  of  $5  million  or  over  had  above  average  performance  records. 
Although  for  the  10-year  period  the  smallest  funds  that  grew  into 
the  $1  million  to  under  $5  million  category  tended  to  perform  more 
poorly  than  the  average,  four  of  the  five  smallest  funds  that  grew  to 
$5  million  or  over  by  the  end  of  the  10-year  period  performed  above 
average.  Thus,  performance  records  for  the  smallest  funds  indicate 
that  the  better  performing  funds  had  a  tendency  to  grow  out  of  the 
smallest  size  category.  Only  those  that  stayed  under  $1  million  during 
the  periods  tended  to  have  below  average  performance. 

3.  The  small  funds  {$ 1  million  to  under  $5  million  at  beginning  of 
period ) 

Table  VI-3,  at  page  260,  infra,  compares  for  the  5-  and  10-year  periods 
ended  December  31,  1965,  the  performance  records  of  each  fund  in  the 
small  category — $1  million  to  under  $5  million  at  the  beginning  of  the 
periods — with  the  average  performance  records  of  all  funds  in  the  same 
investment-objective  category.20  The  small  funds  also  are  subclassi¬ 
fied  into  three  groups — those  with  end-of -period  assets  of  $1  million  to 
under  $5  million,  $5  million  to  under  $15  million,  and  $15  million  and 
over. 

For  both  the  5-  and  10-year  periods,  the  performance  records  of  the 
small  funds  were  almost  evenly  divided  between  those  with  above 


18  Table  VI-5  at  p.  264,  infra,  shows  by  investment-objective  category  the  smallest  funds  that  performed 
above  and  below  average,  and  tables  VI-8  to  VI-15  at  pp.  266-273,  infra,  show  the  distribution  of  their 
performance  records. 

18  Funds  with  performance  records  at  the  average  are  included  in  the  above-average  group. 
m  Table  VI-6  at  p.  264,  infra,  shows  by  investment-objective  category  the  small  funds  that  performed 
above  and  below  average,  and  tables  VI-8  to  VI-15  at  pp.  266-273,  infra,  show  the  distribution  of  their 
performance  records. 


260  IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 


average  and  those  with  below  average  records.  During  the  5-year 
period  22  of  the  45  funds,  and  during  the  10-year  period  16  of  the  31 
funds,  performed  above  average. 


Table  VI— 3. —  Performance  of  small  mutual  funds  for  the  5-  and  10-year  periods 

ended  Dec.  SI,  1965 


Beginning-of-period  net  assets 
(millions  of  dollars) 


5-year  period: 

1  to  under  5 

Do _ 

Do _ 

Total _ 

10-year  period: 

1  to  under  5 

Do _ 

Do _ 

Total _ 


Funds  performing  above 

and  below  the  average  of 

all  funds  in  the  same  in- 

End-of-period  net  assets 

All  small 

vestment-objective  cate- 

(millions  of  dollars) 

funds 

gory 

Above 

Below 

1  to  under  5-_.  _ _ 

19 

5 

14 

5  to  under  15 _ 

19 

10 

9 

15  and  over . . . 

7 

7 

0 

45 

22 

23 

1  to  under  5 _ 

6 

2 

4 

5  to  under  15 _  - _ 

9 

3 

6 

15  and  over _ 

lfi 

11 

5 

31 

16 

15 

Like  the  smallest  funds,  however,  the  small  funds  showed  per¬ 
formance  records  which  differed  markedly  on  the  basis  of  their  end- 
of-period  assets.  For  the  5-year  period  only  5  of  the  19  small  funds 
that  remained  within  the  category  performed  above  average,  while 
10  of  the  19  funds  that  had  $5  million  to  under  $15  million  in  assets 
at  the  end  of  the  period  and  all  7  of  the  funds  that  grew  to  over 
$15  million  by  the  end  of  the  period  performed  above  agerage.  For  the 
10-year  period  11  of  the  16  funds  that  grew  to  $15  million  and  over 
by  the  end  of  the  period  performed  better  than  average  but  onlv  a 
third  of  the  funds  that  remained  in  the  $1  million  to  $5  million  size 
group — those  that  did  not  experience  such  substantial  growth — 
performed  better  than  average. 

4.  The  large  funds  ($300  million  and  over  at  end  of  'period) 

Table  VI-4,  at  page  261,  infra,  compares  for  the  5-  and  10-year 
periods  ended  December  31,  1965,  the  performance  records  of  each 
fund  in  the  large  size  category — $300  million  and  over  at  the  end  of 
the  period — with  the  average  performance  records  for  all  funds  in  the 
same  investment-objective  category.21  The  large  funds  also  are 
classified  into  three  groups — those  that  started  the  period  with  assets 
of  under  $100  million,  $100  million  to  under  $300  million,  and  $300 


million  and  over.  .  .  .  r  i 

For  both  the  5-  and  10-year  periods,  a  majority  of  the  large  funds 
performed  above  average — 21  of  30  funds  for  the  5-year  period  and 
18  of  26  funds  for  the  10-year  period.  Among  the  large  funds,  how¬ 
ever.  the  funds  that  were  smaller  at  the  beginning  of  the  periods 
had  better  performance  records  than  the  other  large  funds.  11 hns, 
for  the  5-year  period  all  4  of  the  funds  with  net  asests  of  under  $1(0 
million  at  the  beginning  of  the  period  performed  above  average, 
while  7  of  the  10  with  beginning-of-period  assets  of  $300  million  or 


performance  records. 
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Table  VI-4. — Performance  of  large  mutual  funds  for  the  6-  and  10-year  -periods 

ended  Dec.  31,  1965 


End-of-period  net  assets 
(millions  of  dollars) 

Beginning-of-period  net  assets 
(millions  of  dollars) 

All  large 
funds 

Funds  performing  above 
and  below  the  average  of 
all  funds  in  the  same  in¬ 
vestment-objective  cate¬ 
gory 

Above  • 

Below 

5-year  period: 

300  and  over _ 

Under  100  _ 

4 

4 

0 

Do _ _ 

100  to  under  300 . . 

16 

10 

6 

Do _ 

300  and  over _ 

10 

7 

3 

Total _ _ 

30 

21 

9 

10-year  period: 

300  and  over _ 

Under  100. .  _ 

11 

9 

*> 

Do _  .  . 

100  to  under  300 

10 

7 

3 

Do . . . . 

300  and  over. . 

5 

2 

3 

.  Total  . . . 

26 

18 

8 

°  Includes  those  funds  with  performance  at  the  average. 


over  performed  above  average.  Similarly,  for  the  10-year  period, 

9  of  the  11  funds  that  had  net  assets  of  under  $100  million  at  the 
beginning  of  the  period  had  above  average  performance,  while  only 
2  of  the  5  funds  with  assets  of  $300  million  and  over  at  the  beginning 
of  the  period  had  above  average  performance.  Of  the  funds  that 
started  the  period  with  assets  of  $100  million  to  under  $300  million, 

10  of  16,  and  7  of  10  performed  above  average  for  the  5-  and  10-year 
periods,  respectively. 

5.  The  largest  funds  {$ 1  billion  and  over  at  end  of  period) 

Eight  of  the  funds  studied  ended  the  period  with  assets  of  over 
$1  billion.  Three  of  these  funds  had  below  average  performance  foi 
the  5-year  period,  while  half  of  the  eight  had  below  average  performance 
for  the  10-year  period.  The  four  largest  funds,  with  end-of-period 
assets  ranging  from  $1.8  billion  to  $3.0  billion,  all  had  below  average 
performance  for  the  longer  period,  while  three  had  below  average 
performance  for  the  shorter  period.  The  performance  of  these  funds, 
however,  was  only  slightly  below  average. 

The  investment  performance  of  the  growth  and  growth-income  funds 
managed  by  Investors  Diversified  Services,  Inc.,  the  largest  mutual 
fund  complex,22  and  the  performance  of  five  other  growth  and  growth- 
income  funds  with  assets  of  over  $1  billion  was  analyzed  to  test  the 
effects,  if  any,  of  fund  growth  on  performance.23  For  this  purpose  the 
annual  performance  records  of  these  funds  were  compared  with  the 
percentage  change  in  the  Standard  &  Poor’s  Common  Stock  Index, 
plus  the  yield  on  that  index,  going  back  to  1940  or  the  fund’s  first 
full  year  of  operation.  The  purpose  of  this  comparison  was  not  to 


22  The  four  mutual  funds  in  the  IDS  complex  with  June  30,  1966  assets  of  $5.2  billion  comprise  by  far  the 
largest  investment  company  complex.  One  of  these  mutual  funds  was  the  largest  in  the  industry— Inves¬ 
tors  Mutual,  Inc.,  a  balanced  fund  with  assets  of  $2.8  billion.  Two  others — Investors  Stock  Fund,  Inc., 
a  growth-income  fund  with  assets  of  $1.7  billion  and  Investors  Variable  Payment  Fund,  Inc.,  a  growth 
fund  with  assets  of  $560  million— also  were  among  the  largest  mutual  funds.  The  fourth.  Investors 
Selective  Fund,  Inc.,  is  a  bond  and  preferred  stock  fund  with  June  30,  1966  assets  of  $44  million.  The  next 
largest  complex,  consisting  of  Massachusetts  Investors  Trust  (June  30,  1966  net  assets  of  $2.1  billion)  and 
Massachusetts  Investors  Growth  Stock  Fund,  Inc.  (June  30,  1966  net  assets  of  $931  million)  is  less  than 
three-fifths  the  size  of  the  IDS  complex. 

23  Another  billion  dollar  growth  fund,  Insurance  Securities  Trust  Fund,  which  invests  only  in  insurance 
and  bank  stocks,  was  excluded  because  of  the  specialized  nature  of  its  portfolio. 
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determine  whether  these  funds  performed  better  or  worse  than  this 
measure  of  market  performance  but  rather  to  see  if  the  performance 
of  these  funds  relative  to  this  measure  was  affected  by  their  growth. 

In  general,  the  analyses  indicate  that  there  has  been  no  consistent 
pattern  of  change  in  the  relative  performance  of  these  funds  as  their 
assets  have  grown.  In  some  instances  the  relative  performance  of 
the  fund  has  improved  with  growth,  while  in  others  relative  perform¬ 
ance  has  declined;  in  still  others  no  pattern  is  discernible. 

Since  the  largest  fund  is  a  balanced  fund,  relating  its  performance  to 
a  common  stock  index  would  be  inappropriate.  For  this  reason  the 
annual  performance  records  of  this  and  another  balanced  fund  with 
over  $2  billion  in  assets  were  compared  to  the  annual  performance 
records  of  all  balanced  funds  for  the  last  10  years.24  Both  of  these 
funds  had  slightly  below  average  performance  records  for  the  full  10- 
year  period.  The  largest  fund  performed  at  or  above  the  average  for 
all  balanced  funds  during  8  of  the  past  10  years.  The  other  fund  has 
performed  below  average  in  4  of  the  10  years  including  each  of  the 
last  3  years. 

E.  CONCLUSIONS 

Although  the  performance  records  of  the  small  and  the  smallest 
funds  showed  wider  dispersion  than  those  of  other  funds,  about  as 
many  of  these  funds  performed  above  the  average  for  all  funds  in  the 
same  investment-objective  categories  as  performed  below  the  aver¬ 
age.  Moreover,  the  growth  patterns  of  the  small  and  smallest  funds 
bear  a  positive  relationship  to  performance.  The  funds  in  these  size 
categories  at  the  beginning  of  the  period  which  performed  above 
average  tended  to  move  into  a  larger  size  group,  while  those  that  per¬ 
formed  below  average  did  not  show  substantial  growth.  Among  the 
funds  which  remained  in  the  smallest  size  category  there  was  no  rela¬ 
tionship  between  performance  and  size.  In  view  of  these  factors,  the 
Commission  does  not  at  the  present  time  recommend  changes  in  the 
present  $100,000  minimum  capital  requirement  of  the  Act. 

2t  For  this  comparison  the  39  balanced  funds  with  10-year  performance  records  dating  back  to  1956  were 
used. 
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With  respect  to  the  need  for  maximum  size  restrictions,  the  per¬ 
formance  of  the  largest  funds  during  the  past  5-  and  10-year  periods  on 
the  whole  has  been  no  better  than  that  of  all  funds  in  similar  invest¬ 
ment-objective  categories.  Although  the  largest  funds  have  lower 
operating  expense  ratios,  lower  portfolio  turnover  rates  and  greater 
management  resources,  these  funds  have  not  had  superior  performance 
as  would  be  expected.  Their  many  advantages  have  been  apparently 
offset  by  the  lack  of  portfolio  mobility  and  flexibility  attributable  to 
their  size.  While  these  funds’  lack  of  mobility  and  flexibility  has  not 
had  so  adverse  an  effect  on  their  shareholders  as  to  require  that 
maximum  size  limitations  be  imposed  on  individual  funds  and  fund 
complexes,  the  performance  of  these  funds  has  not  been  enhanced  by 
their  growth.  Accordingly,  there  is  no  reason  to  believe  that  the 
shareholders  of  the  largest  funds  would  benefit  from  further  growth. 

Since  1940  and  particularly  during  the  past  10  years  the  growth 
of  the  mutual  fund  industry  and  that  of  many  individual  funds  and 
fund  complexes  has  far  outpaced  the  growth  of  the  securities  markets 
and  various  indicia  of  basic  economic  growth.  The  large  fund  and 
fund  complexes  of  but  a  few  years  ago  were  small  in  comparison  to 
those  of  multibillion  dollar  funds  and  fund  complexes  of  today. 
Should  the  growth  of  the  largest  funds  and  fund  complexes  continue, 
these  funds  might  soon  reach  the  point — relative  to  the  size  and 
conditions  of  the  markets  and  the  economy — where  their  portfolio 
mobility  would  be  so  seriously  impaired  as  to  affect  gravely  the 
interests  of  their  shareholders.  It  is  indeed  possible  that  the  future 
investment  experience  of  the  largest  funds,  even  if  their  sizes  were  to 
continue  near  the  present  levels  achieved  only  recently,  might  be  so 
affected.  This  is  underscored  by  the  fact  that  other  institutional 
investors,  pension  funds  in  particular,  have  also  enjoyed  phenomenal 
growth  and  are  contributing  to  the  growing  problems  of  portfolio 
mobility.  For  these  reasons,  questions  pertaining  to  large  fund  size 
and  to  the  need  for  maximum  size  limitations  on  individual  funds 
and  fund  complexes  must  be  reexamined  periodically  in  the  context  of 
the  changing  conditions  in  the  securities  markets  and  the  economy. 
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Supplemental  Tables 

Table  VI— 5. — -Performance  of  the  smallest  mutual  funds  a  by  size  and  investment 
objective  for  the  5-  and  10-year  periods  ended  Dec.  31,  1965 


Beginning-of- 
period  net 
assets  (millions  of 
dollars) 


End-o  f-period 
net  assets 
(millions  of 
dollars) 


Funds  with  performance  records  above  b  and  below  the  average  of  all 
funds  in  the  same  investment-objective  category 


Growth 


Above  Below 


Growth-income 


Above  Below 


Balanced 


Above  Below 


Income 


Above  Below 


5-year  period : 
Under  1... 
Do.,.. 
Do.... 

Total _ 

10-year  period: 
Under  1... 
Do... 
Do... 

Total _ 


Under  1 _ 

1  to  under  5 
5  and  over.. 


Under  1 _ 

1  to  under  5 
5  and  over. . 


<*  Includes  all  funds  studied  with  beginning  of  the  period  assets  of  under  $1,000,000. 
b  Includes  those  funds  at  the  median. 

Table  VI-6  .—Performance  of  small  mutual  funds  a  by  size  and  investment  objective 
for  the  5-  and  10-year  periods  ended  Dec.  31,  1965 


Beginning-of- 
period  net 
assets  (millions  of 
dollars) 

End-of-period 
net  assets 
(millions  of 
dollars) 

Funds  with  performance  records  above  and  below  the  average  of  all 
funds  in  the  same  investment-objective  category 

Growth 

Growth-income 

Balanced 

Income 

Above 

Below 

Above 

Below 

Above 

Below 

Above 

Below 

5- year  period: 

1  to  under  5.— 

3 

6 

4 

5 

2 

3 

X  LU  UliGLl  U-  •--- 

5  to  under  15 - 

15  and  over - 

6 

1 

4 

3 

1 

Do _ 

6 

1 

Total _ 

15 

10 

2 

9 

5 

4 

0 

0 

10-year  period: 

1  to  under  5-.. 

1 

2 

2 

1 

1  IU  UUUC1  *J - 

5  to  under  15 _ 

15  and  over - 

1 

3 

2 

3 

Do _ 

3 

1 

5 

2 

2 

2 

1 

4 

2 

5 

7 

6 

6 

1 

0 

Includes  all  funds  studied  with  beginning-of-period  assets  of  $1,000,000 1  o  under  $5,000,000. 


IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH  265 


Table  VI-7. —  Performance  of  large  mutual  funds  by  size  and  investment  objective 
for  the  5-  and  10-gear  -periods  ended  Dec.  31,  1965  “ 


End-of-period 

Beginning-of- 

Funds  with  performance  records  above  6  and  below  the  average  of  all 
funds  in  the  same  investment-objective  category 

net  assets 
(millions  of 
dollars) 

period  net 
assets  (millions  of 
dollars) 

Growth 

Growth-income 

Balanced 

Income 

Above 

Below 

Above 

Below 

Above 

Below 

Above 

Below 

5-year  period: 

300  and  over.. 

Under  100 _ _ 

3 

1 

Do _ 

100  to  under  300. 

3 

2 

7 

2 

2 

Do _ 

300  and  over . 

2 

5 

1 

2 

Total _ 

8 

2 

12 

3 

0 

4 

1 

0 

10-year  period 

300  and  over. . 

Under  100..  _ 

4 

4 

2 

1 

Do _ 

100  and  under 

2 

3 

3 

2 

Do _ _ 

300. 

300  and  over _ 

2 

1 

2 

Total _ 

6 

0 

9 

6 

2 

2 

1 

0 

•  Includes  all  funds  studied  with  end-of-period  assets  of  $300,000,000  or  over. 

*  Includes  those  funds  at  the  median. 
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1  l  1  1  1 

1  l  l  t  l 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  l 

1  l  1  l  l 

1  1  1  1  1 

III  II 
III  II 
III  1  • 

1  1  •  C*  1  1 

III  II 
III  II 
III  II 
III  II 
III  II 
III  II 
III  II 
III  II 
III  II 
III  II 
III  II 
III  II 

CM 

201% 

219 

Under  100 
300  and  over 

1  1  1  1  1 

1  l  1  1  l 

l  1  l  l  l 

1  1  1  1  1 

l  l  1  1  1 

l  1  l  l  1 

1  l  1  l  1 

1  1  1  l  l 

1  l  l  l  1 

l  l  l  l  l 

1  l  1  1  l 

1  1  1  l  1 

1  l  l  1  l 

1  1  l  1  1 

1  1  1 

1  1  1 

1  1  1 

1  1  IHNH 

l  1  1 

1  1  1 

1  1  1 

1  1  • 

1  1  1 

1  1  1 

l  1  1 

1  1  • 

l  l  1 

1  1  • 

208% 

326 

Small  funds 

1  to  under  5 
15  and  over 

1  111 

1  ill 

1  III 

1  i-H  1  1  1 

1  III 

1  III 

1  III 

1  III 

1  III 

1  III 

1  III 

1  III 

1  III 

1  III 

1  11  1 

l  11  1 

1  11  1 

IH  1  1  CM  1 

1  ll  1 

1  ll  1 

1  II  1 

1  II  l 

1  II  1 

1  II  l 

1  II  l 

1  II  1 

1  II  l 

1  11  l 

T* 

69% 

221 

1  to  under  5 

5  to  under  15 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  I 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  till 

1  1  1  1  1 

1  1  1  1  1 

1  »H  1  1  1  l 

1  till 

1  till 

1  till 

1  till 

1  till 

1  III! 

1  till 

1  till 

1  till 

1  till 

i-H 

174% 

174 

1  to  under  5  | 

1  to  under  5  j 

1  1  1  1  I 

1  1  1  I  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  • 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  I 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  till 

1  1  1  1  • 

1  *H  1  1  1  1 

1  1  1  1  1 

1  1  1  1  • 

1  till 

1  1  1  1  1 

1  |  1  1  1 

1  till 

1  till 

1  till 

1  |  |  1  1 

1  1  1  1  1 

H 

163% 

163 

Smallest  funds 

Under  1 

5  and  over 

II  11 
II  II 
II  II 
1  1  1  1 
II  II 
II  II 
II  II 
II  II 
II  II 
II  II 
II  II 
II  II 
II  II 
ll  II 

II  1  1 
II  1  1 
II  1  1 

I  1  CM  >  CM  1 

II  1  1 
11  1  1 
11  1  1 
11  1  1 
11  1  1 
11  1  ■ 
11  l  1 
11  1  1 
ll  1  1 
11  •  1 

»o 

05  H 
COCO 

CM 

Under  1 

1  to  under  5 

1  1  l 

1  1  l 

1  1  1 

1  IH  IH 

1  1  1 

1  1  • 

1  1  1 

1  1  1 

1  1  1 

1  1  1 

1  1  1 

1  1  1 

1  1  1 

1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1  H 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 

1  1  1  1  1 
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1  1  1  1  1 
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CO 

6? 

3  05 
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Under  1 
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1  1 

1  1 

1  1 
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1  1  1  1  1  1 

1  1  1  1  1  1 

1  1  1  1  1  1 

1  1  1  1  1  1 

1  1  1  1  1  1 

1  1  1  1  1  1 

1  1  1  1  1  1 

1  1  1  1  1  1 

■  1  1  1  1  1 
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The  median  performance  record  for  all  growth  funds  was  167  percent. 
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CHAPTER  VII 

INVESTMENT  COMPANY  GROWTH  AND  MARKET  IMPACT 


A.  INTRODUCTION 

Chapter  VI  examined  investment  performance  of  large  mutual  funds 
to  determine  the  extent  to  which,  if  any,  the  growth  of  individual 
funds  has  adversely  affected  the  interests  of  their  shareholders.  This 
chapter  examines  another  important  aspect  of  investment  company 
growth— its  impact  on  the  securities  markets,  a  question  which  con¬ 
cerns  not  only  investment  company  shareholders  but  all  persons  inter¬ 
ested  in  the  viability  of  the  nation’s  capital  markets,  the  enterprises 
in  which  these  companies  invest  and  the  national  economy  in  general. 

Although  the  size  of  the  present  investment  company  industry  was 
not  envisioned  when  the  Act  was  passed  in  1940,  even  then  the  poten¬ 
tial  market  impact  of  investment  company  growth  was  a  main  con¬ 
cern  of  Congress.  It  manifested  that  concern  in  section  14(b)  of  the 
Act,  which  expressly  authorizes  the  Commission  to  study  and  inves¬ 
tigate  “the  effects  of  size  *  *  *  on  securities  markets”  as  one  of  the 
problems  that  may  arise  from  “any  substantial  further  increase  in 
the  size  of  investment  companies.” 

In  1958  the  Commission,  pursuant  to  section  14(b),  requested  the 
Wharton  School  to  examine  the  consequences  of  mutual  fund  growth 
on  the  securities  markets  in  terms  of  both  industry  size  and  the  size 
of  individual  funds  and  fund  complexes.  Although  the  Wharton  Re¬ 
port  generally  concluded  that  as  of  1958  there  was  “little  evidence 
that  size  per  se  of  individual  funds  or  companies  is  a  problem  at  the 
present  time,”  it  classified  “the  impact  of  fund  growth  and  stock  pur¬ 
chases  on  stock  prices”  as  one  of  the  “more  current  problems  in  the 
mutual  fund  industry.”  1 

The  Wharton  Report’s  conclusions  were  based  on  studies  which 
covered  the  5%-year  period  from  December  31,  1952,  to  September  30, 
1958.  Even  though  mutual  fund  assets  grew  from  $3.9  billion  to  $12.2 
billion  during  this  period,  the  mutual  fund  industry  of  today  is  more 
than  triple  the  size  of  the  industry  on  which  the  Wharton  Report 
focused. 

During  the  postwar  era  other  financial  institutions  also  have  experi¬ 
enced  substantial  growth  and,  particularly  since  the  early  1950’s,  have 
tended  to  invest  larger  portions  of  their  assets  in  equity  securities. 
Indeed,  private  noninsured  pension  funds  now  almost  match  invest¬ 
ment  companies  as  important  holders  of  equity  securities.  The 
growth  of  then-  stockholdings  may  hold  as  many  significant  implica¬ 
tions  for  the  securities  markets  as  investment  company  growth. 

This  chapter  seeks  to  reassess  the  findings  of  the  Wharton  Report 
with  respect  to  the  impact  of  mutual  fund  growth  on  the  securities 
markets  in  the  light  of  substantial  growth  of  the  industry  since  1958 


1  Wharton  Report  X. 


275 


276  IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 


and  the  growing  importance  of  other  types  of  institutional  investors. 
An  examination  of  the  market  impact  of  mutual  fund  growth  cannot 
be  divorced  from  the  overall  influence  of  institutional  investors  in  the 
securities  markets,  for  a  concern  over  the  effects  of  mutual  fund  size  is 
only  a  part  of  the  general  concern  over  the  implications  that  may  flow 
from  the  concentration  of  control  over  large  aggregations  of  equity 
capital.  Thus,  section  B  of  this  chapter  discusses  the  growing  im¬ 
portance  of  mutual  fund  as  well  as  other  institutional  participation 
in  the  stock  markets.  Section  C  discusses  the  question  of  mutual 
fund  impact  on  the  stock  markets,  while  section  D  discusses  some 
regulatory  implications  of  institutional  investor  growth.  Finally, 
section  E  discusses  mutual  funds  and  speculative  activity. 

B.  THE  GROWING  IMPORTANCE  OF  INSTITUTIONAL  INVESTORS 


1 .  The  size  of  institutional  stockholdings 

Institutional  investors  are  a  diverse  group.  In  addition  to  invest¬ 
ment  companies,  they  include  various  types  of  insurance  companies, 
banks,  nonprofit  organizations  and  pension  funds.  Equity  invest¬ 
ments  are  exceedingly  important  both  to  investment  companies  and 
private  noninsured  pension  funds.  The  great  bulk  of  investment 
company  assets  and  over  half  of  pension  fund  assets  are  in  stocks. 
Stockholdings  are  much  less  important  as  outlets  for  the  capital  of 
insurance  companies  and  nonprofit  organizations,  but  even  these 
institutions  are  relatively  important  participants  in  the  equity  markets. 

Table  VII-1  shows  the  yearend  total  assets  and  corporate  stock¬ 
holdings  of  various  financial  institutions  for  selected  years  from  1940 
through  1965.  It  reflects  the  increased  value  of  corporate  stock¬ 
holdings  of  these  financial  institutions  during  this  25-year  period. 
At  the  end  of  1940,  corporate  stockholdings  of  such  financial  institu- 


Table  VII-1. — Total  assets  and  stockholdings  of  selected  financial  institutions  and 

others,  year  ends  1940-65  ° 


[In  billions  of  dollars] 


1940 

1950 

1955 

1960 

1965 

Assets 

Stocks 

Assets 

Stocks 

Assets 

Stocks 

Assets 

Stocks 

Assets 

Stocks 

Noninsured  private  pension 

1. 1 

0.1 

6.5 

1. 1 

18.1 

6.1 

37.1 

16.5 

71.4 

47.3 

39.7 
41. 1 

Investment  companies,  total. 

2.1 

1.8 

5.3 

4.3 

13.7 

12. 1 

23.  6 

20.  5 

(a)  Open-end _ 

.5 

.4 

2.4 

1.9 

8.1 

7.2 

17.7 

15.4 

5.1 

38.2 

9.1 

33.5 

7.6 

(6)  Other . . - 

1.7 

1.3 

2.9 

2.3 

5.6 

4.9 

5. 9 

Life  insurance  companies - 

30.8 

r<r 

64.0 

2.1 

90.4 

3.6 

119.6 

5.0 

168.7 

9.1 

Property  and  casualty  insur- 

5.1 

1  ^ 

13.1 

3.6 

21.7 

5.4 

29.4 

7.5 

42.1 

12.4 

298.9 
-  51.6 

1.0 

431.3 

1.9 

85.6 

.6 

192.2 

.3 

243. 1 

.8 

State  and  local  trust  funds... 

9.2 

(") 

23.4 

(*) 

36.  4 

.  2 

Total,  selected  institu¬ 
tions _ 

133.9 

4.6 

72.7 

304.5 

11.3 

139.3 

423.5 

28.2 

281.3 

560.2 

50.8 

370.4 

829.6 

105.8 

568.9 

Total  stock  outstanding. 

77.3 

150.6 

309.5 

421.2 

674.7 

Note. — Figures  are  rounded  and  will  not  necessarily  add  to  totals. 

„  Market  value  to  the  extent  available;  excludes  intercorporate  holdings  and  investment  company  shares; 
includes  foreign  issues  outstanding  in  the  United  States. 

:  iacfudeXKuals^oreigners,  personal  trust  funds,  nonprofit  institutions  and  fraternal  organizations. 
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tions  amounted  to  approximately  $4.6  billion,  or  5.9  percent  of  the 
market  value  of  all  outstanding  corporate  stock.  By  the  end  of  1965 
their  stockholdings  had  increased  to  $105.8  billion — about  15.7  per¬ 
cent  of  the  value  of  all  outstanding  corporate  stock.  During  this 
period,  the  stockholdings  of  these  financial  institutions  increased  at 
a  much  greater  rate  than  did  their  assets.  While  1965  assets  were 
more  than  six  times  those  of  1940  ($133.9  billion  to  $829.6  billion), 
stockholdings  were  23  times  as  great.  At  yearend  1940,  corporate 
stocks  held  by  these  financial  institutions  accounted  for  3.4  percent 
of  their  aggregate  assets,  while  at  yearend  1965  then’  stockholdings 
represented  12.8  percent  of  assets. 

The  “all  others”  category  in  table  VII-1  includes  substantial  insti¬ 
tutional  holdings  for  which  historical  data  are  not  available.  Among 
these  are  the  holdings  of  foundations,  college  endowments,  and  per¬ 
sonal  trust  funds  which  often  are  managed  by  banks,  as  well  as  those 
of  common  trust  funds  which  recently  have  emerged  as  important 
holders  of  common  stock.2 

Most  of  the  growth  in  institutional  holdings  of  equity  securities 
has  occurred  during  the  last  decade  and  has  been  accompanied  by  a 
relative  decline  in  the  holdings  of  individuals  and  other  types  of 
investors,  including  personal  trust  funds.  Thus,  the  $105.8  billion 
of  equity  securities  held  at  yearend  1965  by  financial  institutions 
was  almost  four  times  the  $28.2  billion  held  at  the  end  of  1955. 
During  this  period  the  holdings  of  other  investors  only  doubled, 
rising  from  $281.3  billion  to  $568.9  billion.  While  a  large  part  of 
the  growth  of  institutional  stockholdings  was  due  to  the  sharp  rise  in 
stock  prices  over  the  period,  much  of  the  growth  represents  the  invest¬ 
ment  by  institutions  of  larger  portions  of  their  new  money  in  stocks. 

Although,  as  table  VII-1  indicates,  the  stockholdings  of  all  insti¬ 
tutional  investors  increased  significantly,  the  increased  share  of  the 
market  supply  represented  by  institutional  holdings  is  due  almost 
entirely  to  the  increase  of  the  stockholdings  of  investment  companies 
and  noninsured  private  pension  funds.  Their  combined  share  of  out¬ 
standing  corporate  stock  increased  from  less  than  6  percent  in  1955 
to  12  percent  in  1965,  while  the  share  of  the  market  supply  of  out¬ 
standing  corporate  stock  held  by  the  other  financial  institutions 
remained  about  the  same  in  1955  and  1965. 

Since  1950,  investment  companies  (open-end  and  closed-end)  have 
been  the  largest  institutional  stockholders.  They  increased  their  stock¬ 
holdings  from  $4.3  billion  at  yearend  1950  to  $41.1  billion  at  the 
end  of  1965.  Noninsured  private  pension  funds,  the  second  largest 
institutional  holder  of  stock,  increased  then*  stockholdings  even  more — 
from  $1.1  billion  at  the  end  of  1950  to  $39.7  billion  at  yearend  1965. 
The  substantial  increase  in  corporate  stockholdings  of  pension  funds 


2  The  Commission  staff  estimated  that  at  the  end  of  1965  these  holdings  were  as  follows: 

[In  billions  of  dollars] 


Assets 

Stockholdings 

7.5 

3.5 

19.2 

14.1 

10.9 

6.4 

107.5 

71.9 
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reflects  both  increased  asset  size  as  well  as  increased  emphasis  on 
stock  investments.  In  1955  only  one-third  of  pension  fund  assets 
were  invested  in  corporate  stock.  By  the  end  of  1965  pension  funds 
had  over  55  percent  of  their  $71.4  billion  of  assets  (market  value)  in 
such  equity  investments. 

2.  The  volume  of  institutional  trading 

The  growing  importance  of  institutional  investors  also  is  evident 
from  an  examination  of  their  participation  in  securities  transactions. 
Table  VII-2  shows  for  each  year  from  1953  through  1965  purchases 
and  sales  of  common  stock  by  four  types  of  institutional  investors — 
private  noninsured  pension  funds,  mutual  funds,  life  insurance  com¬ 
panies,  and  property  and  casualty  insurance  companies.3  It  shows 
that  in  1965  institutional  purchases  and  sales  of  common  stock  reached 
the  highest  volume  ever  recorded.  Although  1965  also  was  a  year  of 
record  trading  activity  in  the  securities  markets  generally,  institutional 
trading  in  recent  years  has  increased  at  a  much  greater  rate  than  over¬ 
all  trading  volume.  While  the  $89.2  billion  volume  of  stock  sales  on 
the  major  exchanges  in  1965  was  more  than  double  the  $37.8  billion 
of  sales  in  1955,  purchases  of  common  stock  by  noninsured  private 
pension  funds  during  this  period  rose  more  than  four  times,  purchases 
by  mutual  funds  more  than  five  times,  and  purchases  by  life  insurance 
companies  more  than  three  times.  During  the  same  period,  sales  of 
common  stocks  by  noninsured  private  pension  funds  increased  nearly 
eight  times,  sales  by  mutual  funds  over  six  times,  and  sales  by  life 
insurance  companies  more  than  two  times. 


Table  VII-2. — Purchases  and  sales  of  common  stock  °  by  selected  financial 

institutions,  1953-65 
[In  millions  of  dollars) 


1953 

1954 

1955 

1956 

1957 

1958 

1959 

1960 

1961 

1962 

1963 

1964 

1965 

Noninsured  pri¬ 
vate  pension 
funds: 

Purchases _ __ 

560 

815 

975 

1,145 

1,340 

1,730 

2, 310 

2, 610 

3,440 

3,205 

3,760 

4,375 

5, 585 

Sales  _ _ _. 

80 

165 

290 

265 

250 

400 

570 

670 

1,170 

995 

1,  555 

105 

2,  560 

Mutual  funds: 

Purchases...  .. 
Sales _ _ 

635 

315 

910 

605 

1,085 

720 

1,545 

1,025 

1,695 

995 

2, 435 
1,455 

2,890 

1,905 

2,785 

2,000 

3, 955 
2, 755 

3,695 

2,720 

4,010 

3,235 

4,  770 
3, 885 

6,530 

5,165 

Life  insurance 
companies: 

115 

245 

230 

225 

255 

275 

360 

385 

605 

555 

575 

405 

790 

455 

970 

575 

Sales  _ 

35 

125 

175 

215 

205 

220 

240 

220 

370 

240 

Property  and 
casualty  in¬ 
surance  com¬ 
panies:  b 
Purchases - - 

675 

475 

710 

600 

765 

660 

760 

700 

(■Includes  onlv  cash  transactions;  ngures  ao  noi  remsci  uiv.ua.uo  - - — 

one  security  fo/an other  pursuant  to  conversion  rights,  mergers,  or  plans  of  reorganization. 

6 Not  available  until  1962. 

Note  —Figures  have  been  rounded  to  nearest  $5  million, 
by  SEC  for  years  1953-58  for  sales. 

Institutional  stockholdings  tend  to  be  concentrated  in  NYSE  listed 
stocks.4  Although  institutional  activity  has  increased  in  all  of  the 

tui.i^n^l^3t^?k»^'1^^^E^Rep^  Son°Lns^UuUonai  Sh^ovrae^T 

though^ incomplete  indicate  that  this  proportion  was  as  high  or  higher  at  the  end  of  1965. 
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markets  for  NYSE  listed  securities,  the  nature  and  extent  of  the 
impact  varies  among  these  markets. 

(а)  The  New  York  Stock  Exchange 

The  New  York  Stock  Exchange’s  transaction  studies  conducted 
periodically  since  1952  show  that  the  trading  activities  of  institutional 
investors  are  accounting  for  a  gradually  increasing  share  of  trading 
volume  on  that  exchange.  In  the  study  for  March  10,  1965,  the  trad¬ 
ing  volume  of  institutional  investors  and  intermediaries  was  the 
highest  recorded  since  the  transaction  studies  began.  These  investors 
accounted  for  an  estimated  31.4  percent  of  the  total  round-  and  odd-lot 
share  volume  during  that  day.5 

(б)  The  regional  exchanges 

Institutional  investors  also  have  become  increasingly  important  to 
regional  exchanges.  Although  trading  volume  on  regional  exchanges 
is  small  in  relation  to  NYSE  volume,  in  recent  years  it  has  been 
increasing  at  a  rate  faster  than  that  of  the  NYSE.  For  the  most  part, 
the  increase  in  trading  volume  is  limited  to  NYSE  listed  stocks  which 
are  also  traded  on  regional  exchanges. 

Table  VII-3  shows  the  trading  volume  at  5-year  intervals  for  the 
period  1950-65  on  the  NYSE  and  the  Amex  and  on  major  regional 
stock  exchanges.  In  each  year,  regional  exchange  trading  volume  as 
well  as  volume  on  the  NYSE  and  the  Amex  increased  substantially. 
However,  in  1955  by  comparison  to  1950,  the  increase  in  regional  ex¬ 
change  volume  lagged  somewhat  behind  that  of  the  NYSE  and  the 
Amex.  Trading  on  both  of  these  exchanges  increased  by  approxi¬ 
mately  75  percent,  while  regional  exchange  volume  increased  by  60.3 
percent.  In  1960  by  comparison  to  1955,  the  increase  of  22.3  percent 
in  regional  exchange  volume  was  ahead  of  the  15.9  percent  increase 
on  the  NYSE  but  far  behind  the  61  percent  increase  on  the  Amex. 

Table  VIT-3. —  Market  value  of  stock  sales  effected  on  the  Neio  York  Stock  Exchange, 

the  American  Stock  Exchange,  and  the  major  regional  stock  exchanges,  1950-65 


Millions  of  dollars 

Percent  increase 
(decrease) 

1950 

1955 

1960 

1965 

1950-55 

1955-60 

1960-65 

New  York  Stock  Exchange _  _ 

American  Stock  Exchange  * _ 

18, 725 
1,481 

32, 745 
2,593 

37, 960 
4, 176 

73,200 

8,612 

74.9 

75.1 

15.9 

61.0 

92.8 

106.2 

Major  regional  exchanges: 

Boston  Stock  Exchange - - - 

Cincinnati  Stock  Exchange —  - 

Detroit  Stock  Exchange _ 

Midwest  Stock  Exchange  *> - 

Pacific  Coast  Stock  Exchange  • _ 

Philadelphia-Baltimore-Washington 

Stock  Exchange...  .  ..  - - - 

Pittsburgh  Stock  Exchange.  -  - 

Total  major  regional  exchanges - 

Total  major  exchanges _ 

244 

24 

86 

513 

477 

200 

24 

295 

33 

150 

931 

719 

339 

48 

272 

35 

155 

1,235 

881 

471 

28 

382 
72 
630 
3, 086 
2, 173 

1,009 

48 

20.9 

37.5 

74.4 

81.5 
50.7 

69.5 
100.0 

(7.8) 
6.  1 
3.3 
32.6 
22.5 

38.9 

(41.7) 

40.4 
105.7 
306.4 
149.9 
146.6 

114.2 

71.4 

1,568 

2, 515 

3, 077 

7, 400 

60.3 

22.3 

140.5 

21,774 

37,853 

45, 213 

89, 212 

73.8 

19.2 

97.3 

“  1950  figures  are  for  the  New  York  Curb  Exchange  which  later  changed  its  name  to  the  American  Stock 
£  xchange 

t  1950  and  1955  figures  include  the  New  Orleans  Stock  Exchange  which  was  later  merged  into  the  Mid¬ 
west  Stock  Exchange. 

e  1950  and  1955  figures  are  for  the  Los  Angeles  Stock  Exchange  and  the  San  Francisco  Stock  Exchange 
which  later  merged  to  become  the  Pacific  Coast  Stock  Exchange. 


«  NYSE  Public  Transaction  Study,  Mar.  10, 1965,  p.  5. 
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Moreover,  two  of  the  regional  exchanges  experienced  a  loss  of  trading 
\  olume  during  this  period  and  two  others  increased  their  volume  onlv 
slightly. 

In  1965  by  comparison  to  1960,  however,  the  140.5  percent  increase 
in  regional  exchange  trading  volume  substantially  exceeded  the  re¬ 
spective  92.8  percent  and  106.2  percent  increases  of  the  NYSE  and 
the  Amex.  Every  major  regional  exchange  increased  its  volume 
substantially.  By  far,  the  greatest  increase  was  the  306.4  percent 
recorded  by  the  Detroit  Stock  Exchange. 

In  a  number  of  dually  traded  NYSE  stocks,  regional  exchange 
activity  accounts  for  a  significant  portion  of  total  volume  including 
the  third  market  volume.6  Table  VII-4  shows  for  50  selected  NYSE 
listed  stocks  total  trading  volume  on  the  NYSE,  on  the  regional 
exchanges  and  in  the  third  market  during  the  first  6  months  of  1965. 
Regional  exchange  volume  in  these  stocks  ranged  as  high  as  23.6 
percent  of  total  volume  for  2  stocks,  represented  20  percent  or  more 
of  total  volume  for  8  stocks,  and  amounted  to  10  percent  or  more  of 
total  volume  for  42  stocks.  It  included  2  million  shares  of  American 
Telephone  &  Telegraph  Co.  and  1.5  million  shares  of  General  Motors 
Corp.,  equivalent  to  22.6  percent  and  18.5  percent,  respectively,  of 
total  volume  in  these  stocks. 

In  large  measure,  the  increase  in  regional  exchange  volume  results 
from  the  increased  utilization  of  those  exchanges  to  effect  large  block 
transactions  for  institutional  investors.  Since  most  such  transactions 
are  prearranged,  the  exchange  floor  is  used  merely  to  “cross”  the  trans¬ 
action  rather  than  to  locate  a  buyer  or  seller.7  Although  there  are 
several  possible  reasons  for  using  regional  exchanges  rather  than  the 
NYSE  to  execute  such  transactions,6  the  most  important  stems  from 
mutual  fund  reciprocal  and  give-up  practices.  As  noted  in  chapter  IV, 
NYSE  rules  prohibit  members  of  that  exchange  from  giving  to  non- 
members  any  part  of  the  cash  paid  for  brokerage  commissions  on 
transactions  executed  there.  By  utilizing  regional  exchanges  for 
executing  fund  transactions  in  NYSE  listed  securities,  mutual  fund 
managers  are  able  to  direct  that  a  portion  of  the  commission  be  paid 
as  extra  compensation  for  sales  of  fund  shares  to  dealers  who  are 
regional  exchange  members  and,  under  the  rules  of  most  regional 
exchanges,  to  those  who  are  NASD  members.9 

(c)  The  third  market 

As  noted  in  chapter  IV,  an  important  segment  of  the  national 
securities  markets  is  the  over-the-counter  market  in  NYSE  listed 
stocks.10  The  Special  Study  estimated  that  third  market  trading  in 
NYSE  stocks  had  grown  from  an  estimated  $85  million  volume  in 
1941  to  $2  billion  in  1961,  3.8  percent  of  NYSE  volume.11  Since 


«  Third  market  volume  data  based  on  staff  study. 

j  on  a  reeiona/exchange  there  is  less  likelihood  that  the  cross  will  be  upset  by  the  specialist  or  by  orders 
on  the  specialist’s  I  wok  which  must  be  given  precedence.  Moreover,  the  rules  of  several  regional  exchanges, 
unlike  those  governing  transactions  on  the  NYSE,  permit  members  to  deal  on  the  exchange  for  nonmember 
broker-dealers  without  charging  them  minimum  commission  rates.  Also,  if  one  side  to  a  transaction  is 
represented  by  a  dual  member  of  the  NYSE  and  a  regional  exchange  and  the  other  side  by  a  i RtfmKdHrady 
member,  it  is  likely  that  the  transaction  will  be  executed  on  the  regional  exchange,  in  order  that  the  regional- 
only  member  can  obtain  a  commission  on  the  transaction. 

o  See  pp.  169-172,  supra. 

See  pp.  159-161,  supra. 

»  Special  Study,  pt.  2,  873. 
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Table  VII-4. — Volume  on  New  York  Stock  Exchange,  regional  stock  exchanges,  and 
the  third  market  for  50  selected  New  York  Stock  Exchange  listed  stocks ,°  for  the  6 
months  ended  June  SO,  1965 


Total 

Round-lot  sales 
on  NYSE 

Sales  on  regional 
exchanges  » 

Third  market 

sales 

Stock 

sales 

(shares) 

Number 
of  shares 

As 

percent 
of  total 
sales 

Number 
of  shares 

As 

percent 
of  total 
sales 

Number 
of  shares 

As 

percent 
of  total 
sales 

Industrials: 

Alcan  Aluminium,  Ltd _ 

2, 161,619 

1,847, 200 

85.5 

129, 804 

6.0 

184,615 

8.5 

American  Photocopy  Equip¬ 
ment  Co _ 

4, 435, 489 

4,  067,  500 

91.7 

321,682 

7.3 

46, 307 

1.0 

Ampex  Corp.  - 

3, 150, 184 

2, 702, 800 

85.8 

424, 925 

13.5 

22, 459 

.7 

Brunswick  Corp..  ..  - - 

3,  706, 857 

3, 149, 400 

85.0 

496, 860 

13.4 

60, 597 

1.6 

Burroughs  Corp _ _  ... 

4, 220, 601 

3,413, 800 

80.9 

676,118 

16.0 

130, 683 

3.1 

Caterpillar  Tractor  Co _ 

2, 367, 166 

1,805,  200 

76.3 

314, 485 

13.3 

247,  481 

10.4 

Celanese  Corp.  of  America _ 

1,259, 384 

945,600 

75. 1 

152, 204 

12. 1 

161,580 

12.8 

Chrysler  Corp - ...  .  „ 

8, 762, 954 

7, 360, 600 

84.0 

1, 100,  030 

12.6 

302, 324 

3.4 

Columbia  Broadcasting 

System - -  - 

3, 300, 759 

2, 766, 700 

83.8 

459, 945 

13.9 

74, 114 

2.3 

Communications  Satellite 

Corp -  - 

2, 856, 002 

2, 438, 800 

85.4 

332, 856 

11.6 

84, 346 

3.0 

Dow  Chemical  Co..  - 

1, 193, 459 

878, 600 

73.6 

158,  684 

13.3 

156, 175 

13.1 

Eastman  Kodak  Co.  (old 
and  new) - - 

1,327,926 

992, 400 

74.7 

110,064 

8.3 

225, 462 

17.0 

Firestone  Tire  &  Rubber  Co.. 

804, 818 

568, 800 

70.7 

125, 239 

15.6 

110,779 

13.7 

Ford  Motor  Co - 

6, 347, 154 

5,  080, 200 

80.0 

886,  070 

14.0 

380,  884 

6.0 

General  Electric  Co -  _ 

2, 709, 590 

2, 140,  500 

79.0 

354,264 

13. 1 

214,826 

7.9 

General  Motors  Corp - 

7,941,859 

5, 958, 300 

75.0 

1, 469,  773 

18.5 

513,  786 

6.5 

General  Telephone  &  Elec¬ 
tronics  Corp _  ..  ... 

3, 473, 859 

2, 708, 300 

78.0 

577, 294 

16.6 

188, 265 

5.4 

Goodyear  Tire  &  Rubber  Co.. 

1,426, 974 

946, 600 

66.3 

298, 154 

20.9 

182, 220 

12.8 

Gulf  Oil  Corp.  - 

2,113,022 

1. 656, 700 

78,4 

283,889 

13.4 

172, 433 

8.2 

International  Paper  Co - 

3, 652, 570 

2, 532, 800 

69.3 

831, 117 

22.8 

288, 653 

7.9 

Kennecott  Copper  Corp - 

1,116, 373 

873, 600 

78.3 

141,  043 

12.6 

101,  730 

9.1 

Minnesota  Mining  &  Manu¬ 
facturing  Co  - 

1, 609, 425 

1,223, 300 

76.0 

246, 717 

15.3 

139,  408 

8.7 

Mobil  Oil  Corp -  - -  . 

1,461, 170 

1, 035,  300 

70.8 

272, 754 

18.  7 

153, 116 

10.5 

Monsanto  Chemical  Co - 

1, 324, 812 

1,  054  700 

79.6 

157, 802 

11.9 

112,310 

8.5 

Montgomery  Ward  &  Co., 

Inc -  - 

1, 992, 851 

1, 367, 100 

68.6 

470, 147 

23.6 

155, 604 

7.8 

National  Steel  Corp _ 

977, 763 

715, 200 

73. 1 

91, 820 

9.4 

170, 743 

17.5 

Pan  American  World  Air¬ 
ways,  Inc...  ..  .  - 

4, 604, 317 

3, 851,200 

83.6 

625, 908 

13.6 

127, 209 

2.8 

Procter  &  Gamble  Co... - 

1,363,295 

957,  600 

70.2 

287, 168 

21.1 

118,527 

8.7 

Radio  Corp.  of  America. _ 

8, 511,099 

7, 106,  700 

83.5 

1, 180, 665 

13.9 

223, 734 

2.6 

Reynolds  Metals  Co - .  ... 

3, 383,  745 

2, 659, 300 

78.6 

461. 485 

13.6 

262, 960 

7.8 

Royal  Dutch  Petroleum  Co... 

2, 849, 629 

2, 163,  400 

75.9 

362, 874 

12.7 

323, 355 

11.4 

Sears,  Roebuck  &  Co.  (old 
and  new) _ _ 

2,  575, 929 

1,891,800 

73.4 

458,  087 

17.8 

226,  042 

8.8 

Sperry-Rand  Corp. - - 

5, 493, 490 

4,  727,  500 

86.1 

642, 949 

11.7 

123,  041 

2.2 

Standard  Oil  of  California . 

2,  010, 133 

1,  406,  900 

70.  0 

403,  019 

20.0 

200,  214 

10.0 

Standard  Oil  of  New  Jersey.  — 

5,  038, 603 

3, 956,  000 

78.5 

707, 952 

14.1 

374, 651 

7.4 

Texaco,  Inc.  - -  ...  ... 

3,  273,  662 

2,  518, 800 

77.0 

564, 150 

17.2 

190,  712 

5.8 

Texas  Gulf  Sulphur  Co - 

7,127,845 

6, 509, 800 

91.3 

532, 955 

7.5 

85,090 

1.2 

Unilever  N.V.  -  - 

1, 186, 890 

842,000 

71.0 

26, 393 

2.2 

318, 497 

26.8 

Union  Oil  of  California _ 

1, 981,  038 

1, 490,  400 

75.2 

443,  531 

22.4 

47,107 

2.4 

U.S.  Steel  Corp  ..  .  - 

4,  590,  698 

3, 302,100 

71.9 

816,  780 

17.8 

471, 818 

10.3 

Westinghouse  Electric  Corp... 

6, 180, 681 

5,  052, 900 

81.8 

831,132 

13.4 

296, 649 

4.8 

Weyerhaeuser  Co - - 

951, 394 

693, 800 

72.9 

126, 329 

13.3 

131,  265 

13.8 

Utilities: 

American  Telephone  &  Tele¬ 
graph  Co - - 

9,  030, 458 

6, 119, 100 

67.8 

2,  043,  517 

22.6 

867, 841 

9.6 

Consumers  Power  Co.  - 

586,356 

376, 900 

64.3 

100,000 

17.0 

109, 456 

18.7 

Florida  Power  &  Light  Co - 

878, 766 

654, 800 

74.5 

105,915 

12.1 

118,  051 

13.4 

Pacific  Gas  &  Electric  Co _ 

1, 376, 387 

880, 300 

64.0 

325, 738 

23.6 

170, 349 

12.4 

Southern  California  Edison 

Co _ 

1,  076,  593 

797, 900 

74.1 

159,372 

14.8 

119, 321 

11.1 

United  Gas  Corp...  -  ~ 

1,  558,  203 

1, 326, 800 

85.2 

86, 179 

5.5 

145,  224 

9.3 

Finance  and  insurance: 

Heller  (Walter  E.)  &  Co - 

1,  005, 480 

706,000 

70.2 

71,200 

7.1 

228,  280 

22.7 

Western  Banco rpo ration _ 

1,  231,  281 

734, 900 

59.7 

201, 807 

16.4 

294,  574 

23.9 

a  Consists  of  the  most  active  dually-traded  NYSE  stocks  as  measured  by  combined  volume  in  the  re¬ 
gional  and  over-the-counter  markets. 

»  The  figures  include  odd  lots  except  for  the  Midwest  Stock  Exchange. 
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1961,  third  market  volume  of  trading  in  NYSE  stocks  has  continued 
to  grow,  but  in  1965  it  was  relatively  less  important,  accounting  for 
$2.5  billion  or  3.4  percent  of  the  $73.2  billion  NYSE  sales  volume.12 

Third  market  trading  volume  thus  still  amounts  to  only  a  small 
portion  of  trading  volume  on  the  NYSE  and  is  less  significant  than 
regional  exchange  trading  in  NYSE  stocks.  Nevertheless,  third 
market  activity  accounts  for  a  significant  portion  of  total  trading  in 
some  of  the  more  active  stocks.  In  3  of  the  50  stocks  listed  in  table 
VII-4  third  market  volume  exceeded  20  percent  of  total  volume.  For 
19  of  the  50  stocks  at  least  10  percent  of  total  trading  volume  during 
this  period  took  place  in  the  third  market. 

(d)  Secondary  distributions 

Since  investment  companies  and  other  institutional  investors  have 
accumulated  large  numbers  of  sizable  holdings  of  individual  securities 
as  they  have  grown  larger,  it  has  become  increasingly  necessary  for 
them  to  supplement  or  bypass  entirely  the  ordinary  channels  of  the 
trading  markets  when  disposing  of  their  portfolio  securities.13 

Secondary  distributions  are  utilized  to  dispose  of  large  blocks  of 
securities  when  there  is  an  absence  of  sufficient  buying  interest  in  the 
security  by  other  large  institutional  investors,  and  when  the  size  of 
the  block,  relative  to  the  normal  trading  activity  in  the  issue,  makes 
it  unlikely  that  the  securities  can  be  sold  at  or  close  to  the  price 
prevailing  in  the  regular  trading  markets  without  the  stimulus  of 
extra  selling  effort  and  sales  compensation.  Secondary  distributions 
may  be  used  in  conjunction  with  the  regular  trading  markets  with 
portions  of  the  block  sold  in  the  exchange  markets,  portions  in  the 
third  market  and  the  balance  through  a  secondary  distribution.  Most 
secondary  distributions  take  place  in  NYSE  securities.  NYSE  rules 
require  that  exchange  approval  be  obtained  before  its  members 
participate  in  such  a  distribution. 

The  Special  Study  found  that  secondary  distributions  off  the  ex¬ 
change  as  well  as  other  NYSE  plans  for  disposition  of  large  blocks  of 
securities  were  assuming  growing  importance.  From  1942  through 
1955  the  number  of  shares  sold  each  year  through  all  block  distribu¬ 
tion  methods  by  all  investors  ranged  from  2.5  million  to  7.8  million.14 
Since  1955,  however,  these  methods  have  been  utilized  to  sell  larger 
numbers  of  shares,  ranging  from  7.2  million  in  1957  to  28.7  million  in 
1965.15  While  sales  of  NYSE  stocks  through  secondary  distribution 
and  other  block  distribution  methods  amounted  to  less  than  2  percent 
of  the  total  share  volume  of  that  exchange  during  these  years,  the 
number  of  shares  involved  in  individual  secondary  distributions  is 
usually  large  in  relation  to  regular  trading  volume  in  the  stocks 
involved.16 


i2  in  1965  third  market  sales  of  all  stocks  traded  on  national  securities  exchanges  equalled  $2.6  billion 
or  2.9  percent  of  the  $89.2  billion  of  sales  on  all  the  exchanges. 

h  TheaN,YSEPa°lS»1has  adopted  several  other  special  plans  for  sales.of  large  blocks.  The  most  populM 

wmmmmmmrnm 

YSE1  ReporUm  Institutional  Shareowncrship  (1964)  39;  NYSE  Fact  Book  (1966)  20. 
is  Special  Study,  pt.  2,  845. 
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(e)  Transactions  in  over-the-counter  corporate  securities 
The  securities  of  nearly  all  banks  and  insurance  companies  as  well 
as  those  of  many  large  industrial  and  utility  companies  are  exclusively 
traded  in  the  over-the-counter  markets.  Although  institutional  in¬ 
vestors  invest  substantial  amounts  in  these  securities,  data  as  to  the 
aggregate  holdings  of  over-the-counter  securities  by  institutions  are 
unavailable.  However,  one  survey  showed  as  of  yearend  1965  that 
475  investment  companies  (open-end  and  closed-end),  whose  com¬ 
bined  assets  were  $45  billion,  owned  $517  million  in  stock  of  50  in¬ 
dustrial  and  utility  companies,  $1.8  billion  of  50  insurance  company 
stocks  and  $477  million  of  25  bank  stocks.17  And,  of  course,  many 
investment  companies  also  held  other  over-the-counter  stocks. 

Nor  do  available  data  show  the  total  value  of  transactions  in  these 
markets  or  the  relative  proportions  of  all  purchases  and  sales  of  such 
securities  by  institutional  investors.18  The  limited  information  avail¬ 
able  indicates  only  that  mutual  funds  and  other  institutional  pur¬ 
chasers  are  important  participants  in  the  over-the-counter  securities 
markets. 

3.  Mutual  junds  as  institutional  investors 

Mutual  funds  are  similar  to  other  types  of  institutional  investors 
in  that  they  represent  relatively  large  concentrations  of  buying  and 
selling  power.  However,  in  at  least  one  significant  respect  they  are 
unique  as  institutional  investors.  The  inflow  and  outflow  of  capital 
to  institutions  such  as  pension  fimds  and  insurance  companies  gen¬ 
erally  are  determined  by  contractual  and  actuarial  arrangements — 
often  long-term  arrangements — and  the  decision  to  invest  in  securities 
is  made  not  by  the  suppliers  of  the  capital  but  by  the  institutions’ 
professional  managers.  For  mutual  funds,  on  the  other  hand,  the 
inflow  and  outflow  of  capital  in  large  measure  rests  on  the  investment 
decisions  of  large  numbers  of  public  investors  to  commit  their  resources 
to  the  securities  markets.  Such  decisions  directly  affect  the  capital 
inflow  and  outflow  of  mutual  funds,  virtually  all  of  which  are  con¬ 
tinuously  seeking  new  capital  through  sales  of  shares  and  all  of  which 
are  obligated  to  redeem  outstanding  shares  at  any  time. 

Thus,  the  net  inflow  of  money  to  mutual  funds  is  more  closely 
geared  to  market  fluctuations  than  that  of  other  types  of  institutional 
investors.  Chart  VII-1,  at  page  284,  infra,  which  shows  the  relation¬ 
ship  between  stock  prices  and  sales  and  redemptions  of  fund  shares 
since  the  end  of  1945,  indicates  that  during  most  of  the  post-World 
War  II  period  mutual  fund  net  inflow  has  generally  followed  cyclical 
movements  in  stock  prices.  The  substantial  upward  trend  of  fund 
net  inflow  during  this  period  reflects  the  willingness  of  public  investors 
to  participate  in  equity  markets  characterized  by  substantial  and 
continued  long-term  price  rises. 

The  continued  inflow  of  new  capital  into  mutual  funds  has  been 
reflected  in  the  increasing  importance  of  the  funds  as  institutional 
investors.  During  the  25-year  period  from  1940  to  the  end  of  1965 

17  Vickers  Over-The-Counter  Favorites,  An  Analysis  Ranking  by  Value  the  Over-The-Counter  Stocks 
Most  Popular  With  Professional  Management,  10th  issue  (Dec.  31,  1965). 

is  The  Special  Study  conducted  a  survey  of  all  over-the-counter  transactions  on  Jan.  18,  1962,  which  was 
believed  to  be  a  typical  trading  day.  The  data  showed  that  transactions  by  public  customers  other  than 
individuals,  which  group  consisted  primarily  of  institutions,  accounted  for  9  percent  of  the  number  of  over- 
the-counter  shares  purchased  and  sold  on  that  day,  but  for  21  percent  of  the  value  of  shares  of  over-the- 
counter  stocks  traded.  Special  Study,  pt.  2,  pp.  543-544  and  732  (app.  VII-A,  table  9). 
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Chart  VII-1 

SALES  AND  REDEMPTIONS  OF  MUTUAL  FUND  SHARES 


mutual  funds  increased  their  holdings  of  common  and  preferred  stock 
from  $400  million  at  the  end  of  1940,  or  0.05  percent  of  the  estimated 
market  value  of  all  outstanding  corporate  stock,  to  $33.5  billion,  or 
5  percent  of  the  value  of  all  corporate  stock  outstanding  at  the  end  of 
1965. 19  Mutual  funds  have  also  increased  their  relative  share  of 
institutional  stockholdings  from  9  percent  in  1940  to  approximately 
32  percent  of  all  such  holdings  at  the  end  of  1965. 

Mutual  funds  have  the  highest  portfolio  turnover  rates  of  all  insti¬ 
tutional  investors.  Table  VII-5  shows  for  the  period  1960  through 
1965  the  turnover  rates  of  common  stocks  on  the  NYSE  and  those 


i»  See  table  VII-1,  p.  276,  supra. 
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held  by  open-end  investment  companies,  noninsured  private  pension 
funds  and  insurance  companies.  During  1965  the  turnover  rate  of 
open-end  companies  was  18.7  percent,  exceeding  for  that  year  and 
for  each  other  year  during  the  period  the  turnover  rates  of  all  com¬ 
mon  stocks  listed  on  the  NYSE.  Portfolio  turnover  rates  of  open- 
end  investment  companies  also  have  been  consistently  more  than 
double  those  of  noninsured  private  pension  funds  and  of  property  and 
casualty  life  insurance  companies.  In  each  year  during  the  period 
they  also  exceeded  by  a  wide  margin  the  turnover  rates  of  life  insurance 
companies. 

Table  VI 1-5. — Annual  turnover  rates  a  of  common  stockholdings  by  selected  finan¬ 
cial  institutions  and  on  the  New  York  Stock  Exchange,  1960-65 


[In  percent] 


1960 

1961 

1962 

1963 

1964 

1965 

Noninsured  private  pension  funds _ 

4.  5 

6.  2 

4.  6 

6.5 

7.0 

7. 1 

Open-end  investment  companies.,  .. 

14.7 

16.  4 

14.7 

16.  6 

16.8 

18.  7 

Life  insurance  companies _  . 

7.3 

10.2 

5.  9 

9.3 

9.  1 

10.  0 

Property  and  casualty  insurance  com¬ 
panies _  _ 

(»> 

12.4 

(») 

15.2 

5.9 

7.  2 

6  9 

6.5 

New  York  Stock  Exchange  « _  _ 

12.9 

14.5 

13.6 

14.5 

°  Formula  used  is  lesser  of  purchases  or  sales  divided  by  average  stockholdings  at  the  beginning  and  end 
of  period  at  market  value.  These  rates  are  weighted  averages  and  thus  not  comparable  to  unweighted 
averages  used  in  table  IV-1  at  p.  254,  supra,  which  deals  with  the  effect  of  portfolio  turnover  rates  on  invest¬ 
ment  performance  of  individual  funds. 

*  Not  available. 

•  Dollar  volume  of  trading  for  period  divided  by  average  of  market  value  of  listed  stooks;  includes 
preferred  stock. 

For  this  reason,  mutual  funds  figure  more  prominently  in  the 
trading  market  than  the  dollar  value  of  their  holdings  would  indicate. 
The  NYSE  study  of  institutional  trading  during  five  days  in  October 
1963  showed  that  mutual  funds  accounted  for  approximately  18.6 
percent  of  institutional  volume  during  that  period.20  Although 
private  noninsured  pension  funds  are  larger  holders  of  equity  securities 
than  mutual  funds  and  in  recent  years  have  been  heavier  net  pur¬ 
chasers,  their  share  of  institutional  volume  during  the  five  days  studied 
was  17  percent. 

Mutual  funds  also  tend  to  engage  in  larger  size  transactions  than 
do  other  institutions.  The  NYSE’s  studies  of  institutional  trading 
indicate  that  the  average  size  of  institutional  transactions  on  that 
exchange  increased  from  200  shares  in  1960  to  256  shares  in  1963. 21 
The  increase  was  largely  due  to  mutual  funds.  Although  the  average 
size  of  transactions  by  closed-end  investment  companies,  insurance 
companies,  commercial  banks  and  trust  companies  had  also  increased 
from  that  of  the  1960  study,  the  increase  in  the  average  size  of  mutual 
fund  transactions  in  the  1963  study  was  much  greater.  The  average 
mutual  fund  transaction  amounted  to  550  shares  in  the  1960  study, 
but  in  the  1963  study  it  had  increased  to  1,148  shares — more  than 
double  that  of  any  other  class  of  institutional  investor  except  closed- 
end  investment  companies.22 


20  NYSE  Report  on  Institutional  Shareownership  (1964)  56. 

21  Id.  at  48-49.  The  term  “transaction”  as  used  in  the  studies  referred  to  all  executions  of  a  single  order 
carried  out  on  one  day.  Execution  of  a  single  order  on  different  days  was  treated  as  more  than  one 
transaction. 

22  Id.  at  48.  Closed-end  companies’  transactions  averaged  619  shares  in  the  1963  study  as  compared  with 
an  average  444  shares  during  the  1960  study. 
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Mutual  funds  have  been  largely  responsible  for  the  increased  volume 
of  regional  exchange  transactions  in  NYSE  listed  securities.  They 
tend  to  use  regional  exchanges  to  a  far  greater  extent  and  to  trade  in 
the  third  market  considerably  less  than  other  institutional  investors, 
since  the  third  market,  unlike  the  regional  exchanges,  does  not  offer 
opportunities  for  using  brokerage  as  extra  compensation  for  sales  of 
mutual  fund  shares.23 

Mutual  funds  also  account  for  a  large  portion  of  secondary  distri¬ 
butions.  In  1965,  67  of  the  116  secondary  distributions  of  NYSE 
listed  stocks  involved  dispositions  of  securities  by  mutual  funds. 
Eight  funds  accounted  for  42  of  these  distributions.  One  fund  alone 
effected  10  secondary  distributions  during  that  year,  while  three  funds 
belonging  to  one  complex  accounted  for  15.  In  most  instances,  the 
secondary  distributions  were  used  to  dispose  of  securities  which  had 
been  held  in  fund  portfolios  for  relatively  long  periods  of  time.  How¬ 
ever,  all  of  the  securities  sold  in  five  of  the  distributions  and  at  least 
a  portion  of  the  securities  sold  in  12  distributions  had  been  acquired 
within  the  same  quarter  or  the  two  quarters  prior  to  the  distribution. 


C.  MUTUAL  fund  impact  on  stock  market  movements 


1.  Introduction 

The  growth  of  the  mutual  fund  industry  during  the  post- World 
War  II  period  has  taken  place  in  a  general  economic  climate  that  has 
been  particularly  conducive  to  equity  investments.  Expansions  have 
been  strong  and  recessions  relatively  mild.  An  inflationary  psy¬ 
chology  has  prevailed  through  most  of  the  period  and  expectations 
of  capital  gain  through  future  growth  of  corporate  earnings  have 
played  an  increasingly  important  part  in  determining  stock  prices. 

Thus,  the  stock  market  during  most  of  this  period  has  been  charac¬ 
terized  by  long-term  rising  price  movements  and  at  least  until  1962 
by  rising  price-earnings  ratios.  Under  these  conditions,  the  primary 
investment  of  mutual  fund  portfolios— common  stocks— appreciated 
substantially  more  than  most  other  types  of  investment,  and  the 
flow  of  individual  savings  into  the  funds  increased  steadily  under  the 
impetus  of  highly  effective  selling  efforts  of  the  industry. 

An  assessment  of  the  impact  of  mutual  funds  on  the  stock  market 
is  complicated  by  the  multitude  of  forces  affecting  that  market  at  any 
liven  point  in  time  and  by  the  fact  that  most  of  the  available  evidence 
is  in  the  form  of  aggregate  data  or  data  covering  very  short  time 
periods  Separating  out  the  effect  of  mutual  fund  activity  with  any 
precision  on  the  basis  of  the  limited  data  available  is  therefore  impos¬ 
sible  Moreover,  the  long-run  impact  of  mutual  funds  on  stock  prices 
may'  be  different  from  that  over  short-run  or  intermediate  term 
Scal)  periods.  There  also  are  difficulties  simply  with  the  defini¬ 
tion  of  ‘  impact.”  No  one  would  argue  that  the  activities  of  mutual 
funds  or  other  institutional  investors  should  not  have  any  effect  on 
the  floating  supply  or  price  movements  of  common  stock  just  as  do 
he  activities  of  other  investors.  However,  because  of  their  sheer 
si/e  and  their  prominence  in  the  market,  the  activities  of  mutua 
funds  as  well  as  of  other  institutional  investors  can  have  a  much  more 
profound  effect  on  the  volume  of  transactions  and  on  maiket  prices, 


23  See  pp.  175-177,  supra. 
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not  only  directly  through  their  own  buying  and  selling  programs,  but 
also  indirectly  through  the  effects  of  their  activities  on  the  investment 
decisions  of  others.  For  these  reasons,  despite  the  absence  of  com¬ 
prehensive  data,  it  is  appropriate  and,  indeed  highly  important,  to 
determine  on  the  basis  of  the  Wharton  Report’s  findings  and  the  other 
available  evidence  whether  the  impact  of  mutual  funds  on  the  stock 
markets  merits  serious  concern. 

2.  Mutual  funds  in  rising  markets 

The  Wharton  Report  examined  the  impact  of  mutual  funds  on  stock 
prices  over  a  5%-year  period  from  the  beginning  of  1953  through  the 
lirst  nine  months  of  1958,  a  period  generally  characterized  by  rising 
stock  prices.  Although  the  Wharton  Report  noted  that  the  long-run 
impact  of  mutual  funds  on  price  movements  in  the  stock  market  was 
difficult  to  measure  in  precise  quantitative  terms,  it  found  evidence 
that  the  substantial  increase  in  the  funds’  net  purchases  of  common 
stock  was  one  of  the  factors  that  had  contributed  significantly  to  the 
increase  in  the  general  price  level  of  stocks  during  the  period.24 

The  Wharton  School’s  conclusion  that  there  was  a  mutual  fund 
market  impact  was  based  on  three  premises:  First,  though  a  substan¬ 
tial  portion  of  the  money  devoted  towards  the  purchase  of  mutual 
fund  shares  might  otherwise  be  invested  in  the  stock  market,  the 
mutual  fund  industry  has  been  successful  in  tapping  sources  of  money 
not  heretofore  channeled  into  equity  securities.  The  infusion  into  the 
stock  market  of  this  additional  capital  increases  the  demand  for  stock 
and  causes  prices  to  rise.  Second,  the  rise  in  stock  prices  thus  induced 
arouses  the  interest  of  other  classes  of  investors  who,  in  turn,  invest 
additional  capital  in  the  market  and  add  to  the  demand  for  equity 
securities.  Third,  the  selling  efforts  of  the  mutual  fund  industry, 
which  tend  to  emphasize  the  advantages  of  stock  ownership,  generate 
additional  investor  interest  in  the  stock  markets.® 

The  Wharton  Report’s  conclusions  with  respect  to  mutual  fund 
impact  on  market  price  movements  corresponded  to  those  contained 
in  a  report  of  the  staff  to  the  Senate  Committee  on  Banking  and  Cur¬ 
rency  covering  the  impact  of  institutional  investors  on  the  stock 
market  during  the  period  January  1953  to  October  1955.  That  study 
also  concluded  that  mutual  funds  contributed  to  rising  market  prices 
during  this  period,  pointing  out  that  net  acquisitions  by  mutual  funds 
were  greatest  “in  the  first  quarter  of  1954  when  the  price  rise  was 
gathering  momentum,  in  the  fourth  quarter  when  the  price  rise  was 
at  its  sharpest,  and  in  the  first  quarter  of  1955  when  stock  prices  were 
at  their  16-month  peak.”  26 

Since  1955,  stock  market  prices  have  continued  to  rise  on  balance. 
Investment  companies  and  other  institutional  investors,  as  substantial 
net  purchasers  of  stocks  during  this  period,  have  contributed  to  this 
trend.  Table  VII-6  shows  for  the  period  1955  through  1965  the  net 
purchases  of  common  and  preferred  stock  by  investment  companies 
as  well  as  other  financial  institutions.  During  every  year  of  this 
period  investment  companies  were  net  purchasers,  increasing — though 
not  consistently — from  $0.5  billion  in  1955  to  $1.4  billion  in  1965. 

Wharton  Report  23. 

2*  Id  at  361. 

2«  “Institutional  Investors  and  the  Stock  Market,  1953-55,”  Staff  Report  to  the  Senate  Committee  on  Bank¬ 
ing  and  Currency,  84th  Cong.,  2d  sess.  (1956),  p.  16.  » 
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Table  VII-6. — Net  acquisitions  of  preferred  and  common  stock  issues  °  by  selected 

financial  institutions  and  others,  1955-65 


[In  billions  of  dollars] 


1955 

1956 

1957 

1958 

1959 

1960 

1961 

1962 

1963 

1964 

1965 

1.  Net  acquisitions  by — 

(a)  Noninsured  private 

pension  funds,..  .. 

0.7 

0.9 

1.1 

1.4 

1.7 

1.9 

2.3 

2.2 

2.2 

2.2 

3.1 

(6)  Investment  com- 

panies: 

For  cash...  .  _ 

.  5 

.  7 

.8 

1.2 

1.1 

1.0 

1.6 
.  5 

1.  1 
-.  2 

.8 

.1 

1.0 

3 

1.4 

-1.2 

Other  ».  _  _ 

(c)  Life  insurance  com- 

panies _ 

.  1 

-.  1 

(•> 

.  1 

.2 

.3 

.  4 

.4 

.2 

.5 

.7 

( d )  Property  and  casu- 

alty  insurance  com¬ 
panies _ 

.2 

.3 

.2 

.1 

.3 

.3 

.3 

.2 

.2 

.2 

.2 

(e)  Other  institutions  <*„_ 

.  1 

.  1 

.  1 

.  1 

(•) 

.2 

.3 

.4 

.5 

.5 

.6 

(/)  Total  (items  1  (a) 

through  1(e),  in¬ 
clusive)..  _  _  _ 

1.  6 

1.9 

2.3 

2.9 

3.3 

3.6 

5.2 

4.  0 

3.9 

4.  1 

4.8 

2.  Net  acquisitions  by  others  « 

(item  3  less  item  1(f)) _ 

.3 

.6 

.4 

-.8 

-.9 

-1.9 

-2.6 

-3.3 

-4. 1 

-2.7 

-4.5 

3.  Net  new  domestic  issues  f... 

1.9 

2.5 

2.7 

2. 1 

2.4 

1.7 

2.6 

.7 

-.2 

1.4 

(0 

°  Excludes  net  shares  issued  by  investment  companies. 

6  Reflects  net  effect  of  such  transactions  as  the  acquisition  through  tax-free  exchange  of  shares,  distribu¬ 
tion  of  stock  either  through  liquidation,  e.g.,  M.  A.  Hanna  Co.,  or  under  antitrust  order,  e.g.,  General 
Motors-Christiana  Securities. 

«  Less  than  $50  million. 

i  Includes  State  and  local  trust  funds,  mutual  savings  banks,  and  fraternal  organizations. 

•  Includes  foreigners,  individuals,  personal  trust  funds,  nonprofit  institutions,  and  certain  large  publicized 
investments  by  nonfinancial  corporations. 

/  Sale  of  $340  million  of  General  Aniline  stock  by  the  Attorney  General  is  not  included  in  net  new  issues; 
therefore,  item  3  does  not  represent  the  sum  of  items  1  (/)  and  2  in  1965. 

Note. — Figures  may  not  add  to  totals  because  of  rounding. 


Although  the  Wharton  Report  focused  mainly  on  the  market  impact 
of  mutual  fund  growth,  it  recognized  that  the  steadily  increasing 
infusion  of  capital  into  the  equity  markets  by  pension  funds  and  other 
institutional  investors  also  played  a  major  role  in  raising  the  level  of 
stock  prices  during  the  1953-58  period.  Since  1955  noninsured 
private  pension  funds  have  overshadowed  investment  companies  as 
net  purchasers  of  corporate  stock,  substantially  increasing  their  net 
purchases  from  $0.7  billion  in  1955  to  $3.1  billion  in  1965.  For  the 
entire  period,  their  net  purchases  of  stock  almost  doubled  those  of 
mutual  funds  and  amounted  to  more  than  half  of  all  institutional  net 
stock  purchases.  Thus,  it  is  likely  that  the  pension  funds  have  been 
an  even  more  important  factor  than  investment  companies  in  this 
trend. 


3.  Mutual  junds  in  declining  markets 

Since  movements  in  stock  prices  during  the  post-World  War  II 
period  have  been  characterized  by  a  strong  uptrend,  opportunities  to 
study  the  impact  of  mutual  funds  in  declining  markets  have  been 
limited  to  short-term  and  intermediate  declines  occurring  against  a 
background  of  economic,  psychological,  and  institutional  lorces  which 
have  been  directly  or  indirectly  responsible  for  the  long-term  under¬ 
lying  trend  Under  these  circumstances  the  Wharton  Report  s  exami¬ 
nation  of  mutual  fund  impact  on  stock  market  prices  during  the  period 
1953-58  yielded  relatively  little  evidence  of  their  impact  in  declining 
markets.  The  report  did  point  out,  however,  that  within  the  rela¬ 
tively  major  periods  of  market  decline  (periods  extending  three  to 
four  months)  occurring  during  1953-58  there  was  no  indication  that 
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mutual  funds  had  channeled  a  different  proportion  of  their  net  inflow 
into  common  stocks  than  they  did  during  the  periods  of  market  rise. 
For  shorter  periods  of  market  decline  (three  months  or  less),  the  report 
found  some  evidence  that  a  smaller  share  of  fund  net  inflow  had  been 
funneled  into  common  stocks.  '  The  decrease  in  the  proportion  of 
fund  inflow  going  into  common  stocks  during  short  market  declines 
was  more  marked  than  the  corresponding  increase  during  market 
rises.27  This  conclusion  of  the  Wharton  Report  corresponds  to  the 
finding  of  the  staff  report  to  the  Senate  Banking  and  Currency  Com¬ 
mittee  that,  “In  1953  (a  year  of  generally  declining  prices)  the  open- 
end  investment  companies  showed  a  downward  trend  in  net 
purchases.”  28 

Since  1958,  there  have  been  three  periods  of  sharply  falling  stock 
prices — February-June  1962,  May-June  1965,  and  February-October 
1966,  all  of  which  occurred  during  periods  of  rising  economic  activity 
and  subsequent  to  extended  periods  of  rising  stock  prices.  Studies  of 
mutual  fund  trading,  although  limited  in  scope,  have  been  conducted 
for  two  of  these  periods. 

The  Special  Study,  in  its  examination  of  the  1962  market  break, 
found  that  mutual  fund  stock  purchases  exceeded  sales  by  only  a  small 
margin  from  September  1961  until  March  1962.  However,  the  net 
purchases  of  the  funds  accelerated  from  March  1962  through  May 

1962,  and  in  this  respect  their  activity  was  similar  to  other  institutions. 
The  funds  did  their  heaviest  buying  in  the  week  ending  May  25,  1962, 
just  before  the  “break.”  But  during  the  week  of  the  “break,”  while 
other  institutions  increased  their  purchases  and  reduced  sales,  the 
funds  curtailed  their  purchases  slightly  and  increased  their  sales  by  a 
substantial  amount  compared  to  the  previous  week.29 

During  the  second  quarter  of  1962  mutual  funds  increased  sub¬ 
stantially  their  purchases  of  common  stock,  but  in  the  third  quarter 
they  became  net  sellers  of  common  stock  for  the  first  time  in  the 
post-World  War  II  period.  During  this  quarter  of  1962,  stock  prices 
rose  sharply  for  part  of  this  period  but  after  Labor  Day  they  fell 
back  to  their  late  June  low. 

During  the  1966  market  decline  mutual  funds  again  became  net 
sellers  of  common  stock  during  the  third  quarter.  Their  trading 
activity  shifted  from  net  common  stock  purchases  of  $605  million  in 
the  first  quarter  of  1966  to  net  common  stock  sales  of  $264  million  in 
the  third  quarter. 

The  available  data  indicate  that  in  the  third  quarters  of  both 
1962  and  1966,  the  shift  in  the  funds’  position  from  net  purchasers  to 
net  sellers  of  common  stock  was  due  more  to  the  discretionary  invest¬ 
ment  decisions  of  fund  managers  than  to  the  pressures  of  shareholder 
redemptions. 

Chart  VII-1,  page  284,  indicates  that,  during  the  market  break 
that  took  place  during  the  first  six  months  of  1962  and  during  the 
quarters  prior  to  and  following  the  break,  sales  of  fund  shares  exceeded 
redemptions  by  a  substantial  margin  for  the  industry  as  a  whole,  even 
though  a  minority  of  individual  funds  were  from  time  to  time  in  a 
net  redemption  status.  The  smallest  margin  occurred  in  February 

1963,  when  redemptions  amounted  to  69  percent  of  sales.30  During 

29  Wharton  Report  366-367. 

“Institutional  Investors  and  the  Stock  Market,  1953-55,”  Staff  report  to  the  Senate  Committee  on 
Banking  and  Currency,  84th  Cong.,  2d  sess.  (1956)  16. 

29  Special  Study,  pt.  4,  845. 

30  Sales  do  not  include  capital  gains  distributions  taken  in  shares. 
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the  third  quarter  of  1966  when  the  funds  were  net  sellers  of  common 
stock,  sales  of  fund  shares  again  substantially  exceeded  redemptions. 
While  net  sales  of  fund  shares  declined  from  $876  million  during  the 
first  quarter  to  $562  million  in  the  third  quarter,  the  decline  was  sub¬ 
stantially  less  than  the  change  in  mutual  fund  net  common  stock 
acquisitions  between  the  first  and  the  third  quarters. 

An  examination  of  monthly  redemptions  for  107  funds  during 
1961-63  indicates  that  during  the  market  decline  the  number  of  funds 
in  a  net  redemption  status  did  not  increase  substantially.31  The  data 
showed  that  during  1961  the  number  of  these  107  funds  in  a  net 
redemption  status  declined  from  34  in  April  to  15  in  December,  the 
month  in  which  stock  prices  peaked.  The  number  of  funds  in  a  net 
redemption  status  fluctuated  between  15  and  21  through  May  1962, 
and  in  May,  the  fifth  month  of  decline  in  stock  prices,  only  17  of  these 
107  funds  had  redemptions  exceeding  sales.  During  June,  the  last 
month  of  the  1962  market  decline,  the  number  of  funds  in  a  net 
redemption  status  rose  to  24,  but  it  was  still  below  the  level  prevailing 
in  the  spring  of  1961.  By  the  end  of  1962,  the  number  in  a  net 
redemption  status  had  risen  to  32,  edging  up  in  succeeding  months  to 
as  high  as  41  in  June  1963. 

The  only  evidence  on  the  behavior  of  mutual  fund  investors  in  an 
extreme  and  extended  market  decline  pertains  to  the  1929  decline.  A 
Commission  study  of  the  experience  of  49  open-end  companies  during 
the  period  from  1927  to  1936  showed  that  redemptions  exceeded  sales 
in  only  two  quarters  (one  in  1931  and  the  other  in  1932)  and  then  only 
by  small  amounts.32  However,  applicability  of  that  experience  to  the 
mutual  fund  industry  of  today  may  be  of  limited  value. 

J.  Mutual  fund  impact  on  markets  j or  particular  securities 

(a)  Price  impact 

The  Wharton  Report  noted  that  during  the  period  1953-58  the 
market  activity  of  mutual  funds  had  a  more  significant  impact  on 
prices  of  individual  securities  than  on  price  movements  in  the  stock 
market  as  a  whole.  The  report  noted  that  the  30  common  stocks 
most  favored  by  the  funds  during  this  period  “*  *  *  on  the  average 
rose  considerably  more  in  price  than  the  stock  market  as  a  whole.”  33 
Analysis  of  monthly  price  movements  for  the  30  stocks  during  the 
period  1953-58  indicated  “a  significant  positive  correlation  between 
market  prices  and  preceding  fund  net  purchases.”  34  Moreover,  the 

3i  The  107  funds  accounted  for  more  than  90  percent  of  industry  assets  at  the  end  of  1960.  The  number 
in  a  net  redemption  status  (redemptions  exceeding  sales)  were: 


1961 

1962 

1963 

20 

21 

29 

26 

15 

31 

34 

21 

32 

34 

16 

34 

30 

17 

36 

23 

24 

41 

18 

22 

32 

22 

28 

36 

21 

33 

40 

17 

30 

41 

18 

31 

39 

15 

32 

26 

32  Investment  Trust  Study,  pt.  2,  pp.  242  243. 

33  Wharton  Report  22. 

3«  Id.  at  384. 
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report  found  that  “[\v]ithin  these  30  securities,  those  in  which  the 
funds’  net  purchases  accounted  for  the  greatest  percentage  of  the 
NYSE  volume  showed,  on  the  average,  the  largest  percentage  [price] 
increase.”  3S  The  Wharton  Report  also  found  that  during  1953-58  a 
relatively  large  portion  of  mutual  fund  assets  were  concentrated  in 
these  30  favored  stocks.  As  of  September  1958,  investments  in  these 
30  stocks  accounted  for  19.1  percent  of  the  funds’  net  assets  and  for 
23.5  percent  of  the  value  of  their  common  stock  portfolios.36 

The  tendency  of  mutual  funds  to  concentrate  their  investments  in 
relatively  few  securities  does  not  differ  from  the  investment  pattern 
of  other  institutional  investors  or,  indeed,  of  the  investing  public  gen¬ 
erally.37  However,  investment  company  portfolio  holdings  are 
periodically  disclosed  to  the  public  whereas  most  other  institutional 
investors  are  not  subject  to  disclosure  requirements  and  their  portfolio 
holdings  of  individual  securities  generally  are  not  made  public.  In¬ 
deed,  although  pension  funds  are  more  important  holders  of  common 
stocks  than  mutual  funds  and  nearly  as  important  as  all  investment 
companies  (open-end  and  closed-end),  there  are  no  comprehensive 
data  available  as  to  their  portfolio  holdings  in  individual  securities. 

(6)  Concentration  oj  investment  company  portfolios 

Although  the  investment  company  industry  has  tripled  its  assets 
since  1958,  this  growth  does  not  appear  to  have  resulted  in  a  lesser 
degree  of  portfolio  concentration.  A  survey  of  the  yearend  1964  com¬ 
mon  stock  holdings  of  about  425  open-end  and  closed-end  investment 
companies,  with  combined  assets  valued  at  approximately  $40  billion, 
indicates  that  about  20  percent  of  these  assets  were  invested  in  the 
30  common  stocks  most  favored  by  those  companies  on  that  date. 

Table  VII-7  shows  investment  company  holdings  in  these  30 
securities  as  a  percentage  of  the  number  of  shares  outstanding  and  the 
net  changes  in  these  holdings  during  the  last  half  of  1964  as  a  percent 
of  trading  volume  in  these  securities  on  the  NYSE  during  the  same 
period.38  The  combined  holdings  of  the  425  investment  companies 
in  these  30  stocks  ranged  from  0.5  percent  of  the  outstanding  shares  of 
American  Telephone  &  Telegraph  Co.  to  20.3  percent  of  the  out¬ 
standing  shares  of  Columbia  Broadcasting  System.  In  9  of  the  30 
stocks,  investment  company  holdings  amounted  to  10  percent  or  more 
of  the  outstanding  shares.  Trading  activity  of  the  investment  com¬ 
panies  in  many  of  these  stocks  during  the  last  half  of  1964  was  par¬ 
ticularly  significant  with  net  purchases  amounting  to  as  much  as  39.3 
percent  of  NYSE  trading  volume  in  the  shares  of  Southern  Pacific  Co. 
and  34.9  percent  of  such  volume  in  the  shares  of  Union  Carbide  Co. 
In  13  of  the  30  stocks  net  purchases  or  sales  amounted  to  10  percent 
or  more  of  NYSE  volume  during  that  period,  and  for  7  of  these  stocks 
it  exceeded  20  percent  or  more. 


«  Id.  at  387. 

3«  Id.  at  175. 

3?  A  New  York  Stock  Exchange  survey  of  holdings  in  NYSE  listed  common  stocks  by  over  1,800  insti¬ 
tutional  investors  indicates  that  at  year  end  1962,  five  issues  accounted  for  14.5  percent,  and  51  issues  ac¬ 
counted  for  41.4  percent,  of  the  value  of  all  listed  stocks  held  by  these  institutions.  NYSE  Report  on  Insti¬ 
tutional  Shareownership  (1964)  30. 

38  Net  purchase  and  sale  data  are  used  because  gross  data  are  unavailable. 


Table  VII-7.—  The  30  largest  common  stock  holdings  of  425  investment  companies  as  of  Dec.  81,  1964 
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Net  increase 
(decrease) 
in  number  of 
shares  held 

as  a  percent 

of  NYSE  vol¬ 

ume,  June- 
December 

1964 
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NYSE  vol¬ 
ume,  July  1 
to  Dec.  31, 
1964 

943. 300 

2, 221,000 

<■  4, 474, 400 

1.400,  GOO 

1, 705,  900 

4, 849, 400 

1.343. 300 

819,  000 

712,  600 

2, 207,  900 

612. 300 

4, 810,  800 

626,  700 

919,  500 

399. 400 

327. 300 

661,000 

9. 935. 300 

«  5,  908, 300 

924, 600 

1,861,700 

«  482, 900 

1,328,600 

2,  868,  700 

1, 003,  900 

910,  800 

786. 000 

522,  900 

439. 400 

332, 800 

Net  increase 
(decrease)  in 
number  of 
shares  held 
June  30  to 
Dec.  31, 1964 

(17. 900) 
151,600 
585, 300 
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149,  000 

(283, 300) 

(49. 900) 
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153. 100 

298, 400 

64,500 
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236. 100 

55. 300 
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46. 300 
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(93, 100) 
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(22, 400) 
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(13,  500) 
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7. 488. 300 
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4, 579, 500 
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The  stocks  listed  in  table  VII-7  represent  the  largest  holdings  of  the 
funds  in  terms  of  market  value.  These  holdings  tended  to  be  con¬ 
centrated  in  the  securities  of  the  very  largest  corporations  which 
are  widely  held  and  actively  traded.  Investment  company  impact 
on  the  markets  for  the  less  widely  held  and  actively  traded  securities 
of  smaller  companies  can  be  even  more  important. 

(c)  Investment  company  holdings  in  particular  industries 
Not  only  do  investment  company  holdings  account  for  a  substantial 
portion  of  the  outstanding  stock  in  particular  issues,  but  their  holdings 
in  particular  industries  can  be  significant.  Table  VII-8  shows  the 
holdings  of  78  investment  companies  in  selected  large  aerospace  and 
airline  companies  at  the  end  of  1965. 3tt  These  78  companies  held  over 
10  percent  of  the  outstanding  stock  of  five  of  the  1 1  aerospace  compa¬ 
nies  listed  in  this  table.  In  one  company — Lockheed  Aircraft  Corp. — 
their  holdings  amounted  to  17.3  percent  of  the  outstanding  common 
stock.  Their  holdings  of  airline  stocks  were  even  more  significant, 
exceeding  10  percent  of  the  outstanding  common  stock  for  all  but  two 
of  the  10  companies.  In  four  airlines,  the  78  investment  companies 
held  more  than  20  percent  of  the  outstanding  stock,  and  in  one — 
Northwest  Airlines,  Inc. —  their  holdings  amounted  to  29  percent  of 
the  company’s  outstanding  stock. 

Table  VII-8. — Holdings  of  78  investment  companies  °  in  21  selected  aerospace  and 

airline  issues  as  of  Dec.  31,  1965  b 


Issue 

Total  shares 
outstanding 
(thousands) 

Number  of 
investment 
companies 
holding 
issue 

Shares  held 
by  invest¬ 
ment 
companies 
(thousands) 

Percentage 
of  outstand¬ 
ing  shares 
held  by 
investment 
companies 

Aerospace: 

Boeing  Co _  _ 

8,187 

30 

1, 241. 0 

15.2 

Douglas  Aircraft  Co.,  Inc _ _ _ 

4,634 

3 

165.0 

3.6 

General  Dynamics  Corp _ 

10, 153 

17 

1, 351. 6 

13.3 

Grumman  Aircraft  Engineering  Corp _ 

4,540 

11 

582.0 

12.8 

Lockheed  Aircraft  Corp _ 

11, 078 

30 

1, 915. 0 

17.3 

Martin-Marietta  Corp _ 

19,080 

4 

1, 048.0 

5.5 

McDonnell  Aircraft  Corp _ _ 

7, 993 

6 

310.7 

3.9 

North  American  Aviation,  Inc _ 

8,  439 

13 

534.0 

6.3 

Thiokol  Chemical  Corp _ 

5,625 

0 

0 

0 

TRW,  Inc _ 

8,490 

6 

695.0 

8.2 

United  Aircraft  Corp _ 

11, 169 

20 

1, 295. 0 

11.6 

Air  transport: 

American  Airlines,  Inc.-  _ 

8,966 

23 

1,969.3 

22.0 

Continental  Airlines,  Inc _ 

3,205 

0 

0 

0 

Delta  Airlines,  Inc _ _ _ 

6, 375 

17 

1, 061. 1 

16.6 

Eastern  Airlines,  Inc _ _ _ 

4,213 

19 

892.9 

21.2 

National  Airlines,  Inc _ _ _ 

4, 079 

10 

719.0 

17.6 

Northwest  Airlines,  Inc _ _ _ 

4,575 

22 

1, 328. 5 

29.0 

Pan  American  World  Airways,  Inc _ _ 

14,  754 

17 

1, 766. 4 

12.0 

Trans  World  Airlines,  Inc . . . 

8,  759 

11 

650.0 

7.4 

United  Airlines,  Inc _ _ 

6, 880 

20 

924.6 

13.4 

Western  Airlines,  Inc _ 

4,292 

9 

898.5 

20.9 

°  The  assets  of  these  78  investment  companies  represent  approximately  ^  of  the  assets  of  all  investment 
companies. 

b  Where  an  investment  company  included  in  the  above  78  did  not  report  its  holdings  as  of  Dec.  31,  1965, 
the  assumption  was  made  that  its  yearend  1965  holdings  of  each  issue  were  equal  to  those  holdings  at  either 
the  preceding  or  succeeding  reporting  period,  whichever  was  lower.  Similarly,  where  an  issue  appeared  at 
either  the  preceding  or  following  reporting  date  but  not  both,  the  assumption  was  made  that  the  transaction 
occurred  following  Dec.  31,  1965,  in  the  latter  case  and  prior  to  Dec.  31, 1965,  in  the  former. 

Sources:  Guide  to  Investment  Company  Portfolios,  sec.  3,  Vickers  Associates,  Inc.;  Moody’s  Industrial 
Manual,  June  1966. 


38  These  78  investment  companies  represented  approximately  two-thirds  of  total  industry  assets  as  of 
that  date. 
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The  measurement  of  stockholdings  in  terms  of  percentages  of 
stock  outstanding  tends  to  understate  their  significance,  since  in 
many  issues  a  large  portion  of  the  outstanding  stock  may  be  held 
for  control  purposes  or  other  long-term  investment  objectives  and 
would  not  be  part  of  the  floating  supply;  i.e.,  the  stock  available  to  the 
trading  market  in  response  to  price  movements  in  the  security. 
However,  even  in  terms  of  percentages  of  outstanding  stock,  the 
holdings  of  these  78  investment  companies  in  the  aerospace  and  airline 
industries— though  not  necessarily  representative  of  their  holdings 
in  other  industries — illustrate  their  importance  as  investors  in  the 
market  for  the  securities  of  industry  groups.  Moreover,  as  has  been 
noted  throughout  this  report,  investment  companies  represent  only 
a  part  of  institutional  holdings.  If  other  institutional  investors, 
particularly  noninsured  private  pension  funds,  also  showed  a  similar 
investment  pattern,  the  market  for  aerospace  and  airline  industry 
securities  would  be  virtually  dominated  by  the  investment  decisions 
of  a  relatively  few  managers  of  institutional  portfolios.  However, 
the  absence  of  comprehensive  information  as  to  holdings  in  particular 
securities  by  pension  funds  and  other  types  of  large  institutional 
investors  precludes  evaluation  as  to  the  concentration  of  portfolio 
holdings  among  such  institutions. 

5.  Importance  of  individual  funds  and  fund  complexes 

Tendencies  to  favor  certain  stocks  and  industries  are  sometimes 
observable  within  the  mutual  fund  industry  as  a  whole  but,  since  the 
investment  decisions  of  fund  managers  vary,  the  market  impact  of  their 
decisions  to  buy  and  sell  particular  securities  may  be  substantially 
mitigated  by  these  differences.  In  some  respects  a  more  important 
aspect  of  the  market  influence  of  mutual  funds  is  the  number  and 
extent  of  sizable  holdings  in  individual  stocks  contained  in  the  port¬ 
folios  of  large  mutual  funds  and  fund  complexes.  Such  large  holdings 
empower  single  advisory  organizations  to  affect  significantly  the 
market  in  particular  securities  by  their  decisions  to  buy  or  sell  on 
behalf  of  the  funds  they  manage. 

(a)  Mutual  fund  growth  and  sizable  holdings 

The  Wharton  Report  found  that  between  yearend  1952  and  Sep¬ 
tember  30,  1958,  the  number  of  sizable  holdings  by  individual  mutual 
funds  and  funds  complexes  had  increased  significantly.  At  the  end  of 
1952,  the  mutual  funds  surveyed  in  the  Wharton  Report  had  a  total 
of  882  portfolio  holdings  amounting  to  one  percent  or  more  of  the 
issuer’s  outstanding  voting  stock  and  53  holdings  of  five  percent  or 
more.  By  September  30,  1958,  the  number  of  one  percent  holdings 
had  nearly  doubled  to  1,611,  and  the  number  of  five  percent  holdings 
had  more  than  tripled  to  165.40 

The  rise  in  the  number  and  importance  of  large  holdings  by  mutual 
fund  complexes  was  also  significant.  Holdings  of  one  percent  or  more 
of  the  issuer’s  outstanding  voting  stock  by  fund  complexes  rose  from 
752  at  yearend  1952  to  1,503  at  September  30,  1958,  and  holdings 
of  five  percent  or  more,  which  numbered  74  at  the  end  of  1952,  had 
increased  to  183  by  September  30,  1958. 


Wharton  Report  406. 
o  Id.  at  408. 
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The  Wharton  Report  found  that  the  number  of  large  portfolio  hold¬ 
ings  tended  to  increase  with  the  size  of  individual  funds  and  fund 
complexes.42  Its  findings  as  to  the  increase  in  the  number  of  large 
holdings  between  1952  and  1958  suggested  that  the  growth  of  the 
mutual  fund  industry  during  that  period  had  not  been  accompanied 
by  a  degree  of  portfolio  diversification  commensurate  with  the  sub¬ 
stantial  amounts  of  net  money  inflow  to  the  funds  during  those  years. 

Although  a  comprehensive  industry-wide  study  of  mutual  fund 
portfolio  concentration  since  1958  has  not  been  made,  the  available 
evidence  suggests  that  this  was  also  true  of  this  later  period.  Table 
VII-9  shows  for  10  of  the  largest  funds  in  1964  the  changes  in  the 
number  of  common  stock  issues  held  at  the  end  of  fiscal  years  1958 
and  1964  and  the  amount  of  their  net  capital  inflow  during  tnat  period. 
All  of  these  funds,  except  The  Dreyfus  Fund,  Inc.  and  National  In¬ 
vestors  Corp.,  were  identified  in  the  Wharton  Report  as  having  more 
than  40  holdings  of  one  percent  or  more  of  the  outstanding  voting 
stock  of  portfolio  companies  on  September  30,  1958.43  The  number 
of  such  holdings  on  that  date  ranged  from  1 20  in  the  case  of  Investors 
Mutual,  Inc.  to  41  in  the  case  of  Fundamental  Investors,  Inc. 


Table  VII-9. — Net  capital  inflow  and  common  stock  issues  held  in  1958  and  1964 

by  10  large  mutual  funds  * 


Fund 

Net  assets, 
fiscal  yearend 

Net  inflow  of 
new  money, 
1958-64 

Number  of  common 
stock  issues  held, 
fiscal  yearend 

1958 

(mil¬ 

lions) 

1964 

(mil¬ 

lions) 

Amount 

(mil¬ 

lions) 

Percent 

of 

fiscal 

year- 

end 

1958 

net 

assets 

1958 

1964 

Percent 
of  in¬ 
crease 
(de¬ 
crease) 

1.  Investors  Mutual,  Inc _ _ 

$1,217.9 

$2, 620.  5 

$1, 071. 4 

88.0 

k208 

k131 

(37.0) 

2.  Massachusetts  Investors  Trust _ 

1, 432.  8 

2,101.1 

301.3 

21.0 

123 

105 

(14.6) 

3.  Wellington  Fund,  Inc _ 

858.0 

1,878.6 

1, 029.  7 

120.0 

k  138 

k  117 

(15.2) 

4.  Insurance  Securities  Trust  Fund _ 

356.9 

1,333.2 

505.7 

141.7 

88 

97 

10.2 

5.  Affiliated  Fund,  Inc _ _ 

477.8 

1,117.8 

429.4 

89.9 

142 

156 

9.9 

6.  United  Accumulative  Fund _ 

241.3 

980.4 

658.2 

272.8 

158 

139 

(12.0) 

7.  Fundamental  Investors,  Inc _ 

.  515.0 

907.6 

287.5 

55.8 

k99 

k107 

8.1 

8.  The  Dreyfus  Fund,  Inc.  _ 

36.6 

800.2 

607.0 

1,657.4 

70 

k151 

115.7 

9.  Fidelity  Fund,  Inc  _ . . 

357.1 

545.7 

152.3 

42.7 

165 

k92 

(44.2) 

10.  National  Investors  Corp . . . . 

94.0 

429.5 

262.4 

279.2 

70 

139 

98.6 

»  Represents  the  10  largest  mutual  funds  as  of  their  fiscal  yearends  1964,  managed  by  different  external  or 
internal  advisory  organizations. 

k  In  some  instances  annual  reports  group  an  unspecified  number  of  small  holdings  in  a  singlB  industry 
into  an  “other”  category.  Where  this  occurred  each  such  category  was  counted  as  one  common  stock  hold¬ 
ing. 


Since  stock  prices  had  risen  considerably  during  the  period  1958-64, 
new  money  inflow  could  not  be  expected  to  have  led  to  a  proportionate 
increase  in  the  number  of  common  stock  issues  held.  However,  at 
the  end  of  their  fiscal  year  1964,  despite  substantial  net  capital  inflow 
between  1958  and  1964,  half  of  the  10  funds  had  reduced  the  number 
of  common  stock  issues  held  by  them  from  the  number  held  at  their 
fiscal  yearends  1958.  The  largest  fund,  Investors  Mutual,  Inc., 
reduced  its  holdings  by  37  percent  from  208  to  131  issues.  The  largest 


«  Id.  at  406. 
«  Id.  at  406. 


296  IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 


reduction  was  44  percent — from  165  to  92 — for  Fidelity  Fund,  Inc. 
The  smallest  reduction  was  12  percent— from  158  to  139— in  the  case 
of  United  Accumulative  Fund.  However,  the  139  common  stock 
issues  held  by  United  Accumulative  at  yearend  1964  accounted  for 
92.4  percent  of  its  assets,  while  the  158  issues  in  its  1958  common 
stock  portfolio  accounted  for  only  83  percent  of  its  assets. 

Although  five  of  the  10  funds  listed  in  table  VII-9  had  increased  the 
number  of  common  stock  issues  held  in  their  portfolios  between  1958 
and  1964;  for  only  two  funds — National  Investors  Corp.  and  The 
Dreyfus  Fund,  Inc. — were  the  increases  substantial.  The  Dreyfus 
Fund,  Inc.,  had  the  largest  increase  in  the  number  of  common  stock 
issues.  It  held  70  such  issues  at  yearend  1958  and  151  issues  at 
yearend  1964.  During  this  period,  however,  net  capital  inflow  into 
The  Dreyfus  Fund,  Inc.  amounted  to  $607  million  or  over  16  times 
its  yearend  1958  net  asset  value. 

The  fact  that  the  substantial  new  capital  inflow  of  the  10  funds 
between  yearends  1958  lo  1964  generally  was  not  accompanied  by 
commensurate  increases  in  the  diversification  of  their  portfolios  does 
not  necessarily  indicate  that  there  was  an  increase  in  the  number  of 
their  large  portfolio  holdings.  The  funds  could  have  shifted  their 
portfolio  holdings  into  the  more  actively  traded  and  widely  held 
securities.  A  more  complete  evaluation  of  the  number  and  extent 
of  large  holdings  and  of  the  relationship  between  mutual  fund  growth 
through  net  capital  inflow  and  increases  in  large  holdings  can  only  be 
obtained  by  a  detailed  examination  of  individual  funds  and  fund 
complexes. 

(. b )  The  IDS  complex 

The  largest  mutual  fund  complex  both  in  1958  and  1964  consisted 
of  the  five  funds  managed  by  Investors  Diversified  Services,  Inc. 
(IDS).  The  portfolios  of  four  of  these  funds — Investors  Mutual,  Inc., 
Investors  Stock  Fund,  Inc.,  Investors  Variable  Payment  Fund,  Inc., 
and  Investors  Inter-Continental  Fund,  Inc. — consisted  mainly  of 
common  stocks.44 

At  the  end  of  their  1958  fiscal  years  45  these  four  funds  had  combined 
net  assets  valued  at  approximately  $1.8  billion  and  common  stock 
holdings  of  domestic  issuers  valued  at  slightly  less  than  $1.2  billion.46 
The  funds’  annual  reports  identify  289  separate  holdings  of  domestic 
common  stocks  as  of  their  fiscal  yearends  1958. 47  One  hundred  and 
eighty- three  of  these  holdings,  or  63.3  percent,  represented  one  percent 
or~ more  of  the  outstanding  shares  of  the  issue.  Thirty  holdings,  or 
10.4  percent  of  the  total,  amounted  to  more  than  five  percent  of  the 

outstanding  shares  of  the  issue.  ...  ip 

By  their  fiscal  yearends  1964,  the  combined  net  asset  value  ol 
the  four  IDS  funds  had  increased  to  almost  $4.5  billion  and  the 
market  value  of  their  common  stocks  of  domestic  issuers  to  approx¬ 
imately  $3  3  billion.  The  number  of  separate  common  stock  holdings 


M  The  portfolio  of  the  fifth  fund-investors  Selective  Fund,  Inc.-consisted  primarily  of  bonds  and 
P  ^Th^ouHun^ea^h  had  dCentTcaly^, "ending  on  the  last  day  of  September,  October,  November, 

I?  195™, 'investors  ^ter-C<mttaental  Fund’s  portfdiowMjtaj^ed^toseci^rittesJ^edbyCana^a^nwid 

other  foreign  domestic  common  stocks  then  constituted  approximately  29  percent 

o'?  tmS value of  ito^SioSSttolto.  In  May  1966  it  was  merged  into  Investors  Variable 

Pa^TThe  annual  reports  of  the  funds  identified  several  small  holdings  only  by  industry  group.  The  actual 
number  of  common  stock  issues  is  therefore  somewhat  larger. 
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in  the  combined  portfolios  of  the  four  funds,  as  to  which  the  issuer  is 
identified  in  the  funds’  annual  reports,  however,  had  been  reduced 
from  289  at  their  1958  fiscal  yearends  to  216.  Although  the  pro¬ 
portion  of  common  stock  issues  representing  five  percent  or  more  of  the 
outstanding  stock  had  decreased  slightly  since  yearend  1958  (from 
10.4  percent  to  9.3  percent),  approximately  76.9  percent  (166  out  of  216 
holdings)  represented  one  percent  or  more  of  the  outstanding  stock  at 
yearend  1964,  as  compared  with  63.3  percent  (183  of  289  holdings) 
in  1958. 

These  figures  suggest  that  even  though  the  growth  of  the  IDS  funds 
during  the  period  1958  to  1964  was  accompanied  by  substantially 
less  rather  than  greater  diversification  of  their  common  stock  port¬ 
folios:  the  1964  portfolios  contained  more  actively  traded  and  widely 
held  seburities  than  did  the  1958  portfolios.  The  reduction  from 
1958  in  the  five  percent  holdings,  both  in  nubmers  and  as  a  percent 
of  the  total  common  stock  portfolios,  also  suggests  the  possibility  of 
a  deliberate  management  decision  to  avoid  very  large  holdings  in 
individual  stocks.  Nevertheless,  as  noted  in  the  preceding  para¬ 
graph,  the  portfolios  of  the  IDS  funds  still  contain  a  substantial 
number  of  large  holdings. 

The  above  analysis  reflects  the  number  of  sizable  holdings  by  the 
IDS  funds  as  against  the  amount  of  outstanding  shares  of  each  issue. 
As  noted  previously,  the  measurement  of  stockholdings  in  terms  of 
outstanding  shares  tends  to  understate  their  importance,  since  a 
substantial  portion  of  the  outstanding  stock  often  is  not  available  to 
the  trading  markets  as  part  of  the  floating  supply.48  Viewed  in  terms 
of  percentage  of  trading  volume — a  more  appropriate  measure  of 
potential  market  impact  than  percentage  of  outstanding  shares — the 
increase  in  the  sizable  common  stock  holdings  of  the  IDS  funds 
between  their  fiscal  yearends  1958  and  1964  is  even  more  significant, 
both  in  absolute  numbers  and  as  a  percentage  of  their  combined  com¬ 
mon  stock  portfolios.  At  the  end  of  their  fiscal  year  1958,  229  of  the 
289  different  domestic  issues  held  by  the  IDS  funds  were  listed  on 
either  the  NYSE  or  the  Amex. 

An  examination  of  the  trading  volume  on  all  exchanges  for  these 
stocks  shows  that  the  1958  holdings  of  the  IDS  funds  in  136  of  these 
stocks — almost  60  percent  of  the  total  number  of  issues — was  equiva¬ 
lent  to  10  percent  or  more  of  each  stock’s  annual  trading  volume  during 
that  year.  Holdings  in  60  stocks — over  26  percent  of  the  total 
number  of  stocks  held — was  equivalent  to  25  percent  or  more  of  the 
annual  trading  volume,  and  holdings  in  15  stocks — or  over  6  percent  of 
the  total  number  of  stocks  held — was  equivalent  to  50  percent  or 
more  of  annual  trading  volume. 

By  fiscal  yearend  1964,  portfolio  share  concentration  relative  to 
trading  volume  had  increased  appreciably.  Holdings  in  141  stocks — 
over  77  percent  of  the  182  holdings  in  common  stocks  listed  on  the 
NYSE  and  the  Amex — represented  10  percent  or  more  of  1964  trading 
volume  in  these  stocks.  Seventy-two  holdings — almost  40  percent  of 
the  total — represented  25  percent  or  more  of  annual  trading  volume, 
and  holdings  of  26  stocks — 14  percent  of  the  total — represented  50 
percent  or  more  of  annual  trading  volume. 


«  See  p.  294,  supra. 


298  IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 

(c)  Insurance  Securities  Trust  Fund 

The  investment  policies  of  the  funds  in  the  IDS  complex  call  for 
and  permit  diversified  portfolios  of  securities  issued  by  companies 
operating  in  virtually  every  segment  of  the  domestic  and  foreign 
economies.  However,  a  number  of  large  funds  are  so-called  specialty 
funds,  which  operate  under  investment  policies  that  limit  their  invest¬ 
ments  to  particular  industries  or  segments  of  the  economy.  The 
Wharton  Report  found  that  in  1958  the  pattern  of  large  holdings  in 
the  mutual  fund  industry  was  dominated  by  one  large  specialty  fund, 
Insurance  Securities  Trust  Fund.  In  1958,  this  fund,  with  assets  of 
$299  million  on  September  30  of  that  year,  was  limited  by  its  articles 
of  trust  to  acquiring  not  more  than  10  percent  of  the  voting  securities 
of  104  specified  fire,  casualty,  and  life  insurance  companies.  On 
September  30,  1958,  the  Fund  held  between  5  and  9.9  percent  of  the 
voting  stock  of  32  of  these  companies,  and  10  percent  of  the  voting 
stock  of  21  additional  insurance  companies.49 

By  yearend  1964,  Insurance  Securities  Trust  Fund’s  net  assets  had 
grown  to  $1.3  billion,  virtually  all  invested  in  the  common  stocks  of 
97  insurance  companies.50  It  held  more  than  one  percent  of  the  out¬ 
standing  common  stock  of  all  97  companies,  five  percent  or  more  of  the 
stock  of  67  companies,  eight  percent  or  more  of  the  stock  of  40  com¬ 
panies  and  9.9  to  10  percent  of  the  stock  of  25  companies. 

Since  almost  all  insurance  company  stocks  are  traded  only  in  the 
over-the-counter  market,  there  are  no  data  available  as  to  trading 
volume  in  the  stocks  held  by  Insurance  Securities  Trust  Fund.  How¬ 
ever,  the  stocks  which  the  Fund  may  hold  are  specifically  designated 
in  its  Articles  of  Trust  and  known  throughout  the  financial  com¬ 
munity.  The  Fund  itself  seldom  seeks  out  sellers  of  securities  it 
wishes  to  buy,  since  sellers  of  substantial  blocks  of  these  securities 
usually  offer  them  to  the  Fund  before  attempting  to  dispose  of  them 
through  the  ordinary  channels  of  the  marketplace.  There  seems 
little  question  that  the  Fund  is  a  dominant  factor  in  the  market  for 
many  of  these  stocks. 

(d)  Other  funds  and  fund  complexes 

The  combined  portfolios  of  the  IDS  funds  contain  the  largest 
common  stock  holdings  under  the  management  of  a  single  adviser 
in  the  mutual  fund  industry.  Similarly,  Insurance  Securities  Trust 
Fund  is  by  far  the  largest  specialty  fund  within  the  industry.  Thus, 
the  number  and  extent  of  the  large  common  stock  holdings  in  the  1964 
portfolios  of  these  funds  may  not  be  representative  of  other  funds  and 
fund  complexes  in  the  industry.  However,  even  in  1958  the  $1.2 
billion  common  stock  portfolio  of  the  IDS  funds  and  the  $299  million 
portfolio  of  Insurance  Securities  Trust  Fund  had  significant  numbers 
of  sizable  holdings.  More  than  a  dozen  other  funds  and  fund  com¬ 
plexes  now  have  common  stock  portfolios  approaching  the  size  ot,  or 
even  larger  than  that  of,  the  IDS  funds  in  1958. 


%  ^hi^?ntheFun(rfArticles  of  Trust  were  amended  to  permit  the  investment  of  up  to  20  percent  of  its 
assets  in  bank  stocks. 
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D.  REGULATORY  IMPLICATIONS  OF  INSTITUTIONAL  INVESTOR  GROWTH 

1 .  Impact  on  the  market  generally 

By  channeling  significant  amounts  of  capital  to  the  equity  markets 
that  would  not  otherwise  have  been  placed  there,  mutual  funds  and 
other  institutional  investors  have  contributed  substantially  to  the 
generally  upward  trend  of  stock  prices  during  the  post-World  War  II 
period.  And,  as  previously  noted,  the  potential  market  impact  of  the 
mutual  funds  is  greater  than  that  of  other  institutional  investors. 
This  is  so  because  of  the  two  unique  characteristics  of  the  funds — 
their  continuing  drive  to  sell  new  fund  shares  and  the  ever-present 
right  of  redemption.  In  a  bull  market,  the  continuously  operating 
distribution  systems  of  the  mutual  fund  industry  are  well  positioned 
to  take  advantage  of  sharp  upswings  in  stock  prices  so  as  to  stimulate 
the  sale  of  new  fund  shares.  To  some  extent,  these  new  fund  shares 
are  sold  to  persons  who  would  be  reluctant  to  buy  equity  securities 
directly  and  who  in  relatively  stationary  or  declining  markets  would 
not  be  inclined  to  acquire  indirect  interests  in  such  securities  through 
the  mutual  fund  medium.  Because  mutual  funds  add  to  the  number 
of  investors  who  are  willing  to  commit  their  resources  to  equity 
securities  in  rising  markets,  they  can  accentuate  the  sharp  market 
upswings  that  often  set  the  stage  for  subsequent  market  declines. 
While  the  efforts  of  the  mutual  funds’  distributors  have  continued  to 
make  additional  capital  available  for  equity  investment  in  times  of 
decline,  understandably,  this  additional  capital  has  not  been  fully 
committed  to  the  market  during  dechnes.  Indeed,  despite  a  sub¬ 
stantial  net  sales  position  with  respect  to  their  shares,  mutual  funds 
were  net  sellers  of  common  stock  during  the  third  quarter  of  1966,  a 
period  of  generally  declining  prices. 

The  redeemable  character  of  mutual  fund  shares  creates  the  possi¬ 
bility  that  during  market  dechnes  fund  managers  might  be  compelled 
to  liquidate  portfolio  securities  on  an  extensive  scale  to  meet  the 
demands  of  large  numbers  of  redeeming  shareholders.  The  ensuing 
destabilizing  pressure  could  conceivably  create  a  vicious  circle  of 
sharp  market  dechnes  leading  to  further  increases  in  redemptions 
and  hence  to  even  sharper  market  dechnes. 

Not  until  recent  years  have  mutual  funds  become  substantial  factors 
in  the  markets.  Hence  experience  as  to  the  behavior  of  mutual  fund 
investors  in  market  crises  is  still  too  meager  to  serve  as  a  basis  for 
rehable  conclusions  as  to  the  full  force  of  the  potential  market  impact 
of  mutual  fund  redemption  pressures.  However,  a  market  crisis  in 
which  redemptions  by  mutual  fund  shareholders  have  added  crucial 
pressures  on  the  market  has  not  occurred.  During  the  market  declines 
of  1962  and  1966  mutual  fund  share  sales  feh  to  some  extent.  But  in 
neither  of  those  declines  did  redemptions  rise  significantly.  In  1962 
and  in  1966  new  share  sales  continued  to  exceed  redemptions  by  sub¬ 
stantial  amounts.  Hence  it  is  clear  that  forced  liquidation  by  the 
funds  to  meet  redemption  pressures  was  not  a  significant  factor  in 
either  the  1962  or  the  1966  decline. 


300  IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 


2.  Emergency  powers 

The  Commission  has  power  to  deal  with  extreme  market  emer¬ 
gencies.  The  Exchange  Act  provides  that  if  “in  its  opinion  the  public 
interest  so  requires,”  the  Commission  can  “with  the  approval  of  the 
President,  summarily  *  *  *  suspend  all  trading  on  any  national  secu¬ 
rities  exchange.”  51  This  power  is  a  reserve  power  to  be  used  only  in 
the  gravest  crises  and  has  never  been  exercised.  When  market  crises 
required  a  suspension  of  trading,  the  exchanges  have  on  occasion  used 
their  powers  to  halt  all  activity  on  their  floors.  The  NYSE  did  so 
when  heavy  foreign  selling  of  American  securities  seemed  to  be  about 
to  engender  a  panic  at  the  outset  of  World  War  I.  This  suspension  of 
trading  lasted  for  4  months,  from  July  31,  1914,  to  November  28, 
19 14. 52  The  NYSE  also  closed  for  2  days  during  the  1929  decline, 
and  more  recently  all  exchanges  voluntarily  suspended  activity  on 
November  22,  1963,  within  minutes  after  receipt  of  the  news  of  Presi¬ 
dent  Kennedy’s  assassination. 

The  Investment  Company  Act  also  provides  for  suspension  of  the 
redemption  rights  of  mutual  fund  shareholders  and  of  other  holders  of 
redeemable  investment  company  securities.  Section  22(e)  of  the 
act 53  permits  redemption  rights  to  be  suspended  when:  (1)  The  New 
York  Stock  Exchange  is  closed  for  reasons  other  than  “customary 
weekend  and  holiday  closings;64  (2)  trading  on  the  New  York  Stock 
Exchange  is  restricted; 55  (3)  because  of  an  emergency,  disposal  of  an 
investment  company’s  securities  is  not  reasonably  practicable; 68 
(4)  emergencies  impede  an  investment  company  from  fairly  determin¬ 
ing  the  value  of  its  net  assets; 57  and  (5)  the  Commission  permits  such 
suspension  “for  the  protection  of  securities  holders  of  the  company.”  58 

Apart  from  these  limited  emergency  powers,  the  Commission  does 
not  have  and  does  not  seek  responsibility  for  controlling  price  fluctua¬ 
tions — even  extreme  ones — in  the  securities  markets.  The  growing 
institutionalization  of  the  stock  market  does  not  appear  at  this  time 
to  require  that  the  Commission’s  responsibilities  in  this  area  be 
broadened. 

3.  Impact  on  the  market  j or  individual  issues 

Some  of  the  principal  regulatory  implications  of  the  growth  of 
institutional  investment  stem  from  the  lar<m  numbers  of  sizable 
blocks  of  individual  securities  that  institutional  investors  hold.  These 
holding  may  have  been  purchased  with  the  funds  of  a  multitude  of 
small  investors,  but  they  are  under  the  effective  control  of  a  relatively 
few  professional  managers.  The  decisions  of  these  managers  to  buy, 
sell,  or  hold  particular  securities  have  significant  effects  on  the  markets 
for  those  securities. 


n  When9n  reopened,  the  NYSE  imposed  severe  restrictions  on  trading  which  were  not  removed  until 

» lee!  22(e)(1)(B)'.  Sec.  22(e) (i)  empowers  the  Commission  to  determine  the  conditions  under  which 
“trading  shall  be  deemed  to  be  restricted. 

«  Sec.  22(e)(2)(A). 

J?  Sec.  22(e)(2)(B). 
ss  Sec.  22(e)(3). 
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In  the  mutual  fund  industry  this  decision-making  power  is  highly 
concentrated.  Eight  advisory  organizations  control  about  half  of  the 
industry’s  assets.59  The  growth  of  the  funds  has  been  accompanied 
by  increases  in  the  number  and  size  of  large  holdings  by  individual 
funds  and  fund  complexes.  Indeed,  as  previously  noted,  despite 
substantial  amounts  of  new  money  inflow,  some  of  the  largest  funds 
have  reduced  the  number  of  common  stock  holdings  in  their  port¬ 
folios.60  And  now  the  markets  for  many  securities  can  be  significantly 
influenced  by  the  decisions  of  a  single  fund  manager. 

The  accumulation  of  large  numbers  of  sizable  holdings  of  individual 
issues  is  not  unique  to  investment  companies.  Other  institutional 
investors,  among  them  the  private  noninsured  pension  funds  which 
hold  more  corporate  stock  than  do  mutual  funds  and  almost  as 
much  as  the  entire  investment  company  industry,  also  accumulate 
very  substantial  positions  in  individual  issues.  Moreover,  the  in¬ 
vestment  decision-making  power  of  private  noninsured  pension  funds 
is  also  marked  by  a  high  degree  of  concentration.  A  survey  by  the 
Commission’s  staff  indicates  that  20  large  banks  manage  almost 
half  of  all  noninsured  private  pension  fund  assets.  In  addition, 
banking  institutions  manage  substantial  amounts  of  assets  for  other 
institutional  investors  and  for  personal  trusts,  estates,  guardianships, 
and  common  trust  funds.  Thus,  the  decisions  of  these  banks  to 
buy  and  sell  particular  securities  can  have  as  significant  a  market 
impact  as  the  decisions  of  the  principal  mutual  fund  managers. 

The  growing  institutionalization  of  the  securities  markets  tends 
to  make  the  markets  for  the  issues  in  which  institutional  holdings  are 
significant  more  susceptible  to  sharp,  sudden,  and  erratic  price  fluctua¬ 
tions.  As  the  irregular  and  relatively  infrequent  transactions  of 
institutional  investors  in  sizable  blocks  of  securities  become  more 
and  more  significant  and  the  relative  importance  of  broad  streams  of 
smaller  100-share  orders  from  individual  investors  dwindles,  the 
auction  markets  find  it  increasingly  difficult  to  maintain  the  high 
degree  of  depth,  liquidity,  and  continuity  which  they  have  tradi¬ 
tionally  sought  to  achieve.  Even  when  a  large  institutional  investor 
makes  a  conscious  effort  to  avoid  upsetting  the  market  by  adhering 
to  gradual  programs  of  accumulation  or  disposition,  its  activities 
tend  to  have  a  marked  effect  on  the  prices  of  the  securities  involved. 

In  some  respects  the  market  impact  of  mutual  fund  activity  is 
even  more  significant  than  that  of  other  institutional  investors.  As 
noted  previously,  the  funds’  portfolio  turnover  rates  are  significantly 
higher  than  those  of  other  institutional  investors.  This  means  that 
the  funds  account  for  a  greater  share  of  aggregate  market  activity 
than  the  value  of  their  holdings  would  indicate.  Illustrative  is  the 
fact  that  pension  funds,  which  hold  even  more  stock  than  mutual 
funds  do,  have  been  much  less  prominent  as  sellers  of  securities  than 
mutual  funds  have  been. 


*•  The  eight  advisory  organizations  that  managed  the  largest  amounts  of  mutual  fund  assets  on  June  30, 
1966,  managed  52.2  percent  of  total  mutual  fund  assets  on  that  date.  Since  the  corresponding  figure  on 
September  30, 1958 — almost  8  years  earlier — was  52.2  percent  (Wharton  Report  43),  it  is  clear  that  the  degree  of 
concentration  has  not  been  lessened  significantly  by  the  growth  of  the  industry.  In  mid-1966  the  assets 
managed  by  the  three  largest  advisers  constituted  28.5  percent  of  all  mutual  fund  assets.  The  corresponding 
figure  on  Sept.  30,  1958.  was  30.8  percent.  The  $5.2  billion  in  mutual  fund  assets  that  IDS  managed  on 
June  30,  1966,  constituted  13.5  percent  of  the  assets  of  the  entire  industry  on  that  date,  a  slight  decline  from 
the  corresponding  figure  for  Sept.  30,  1958,  which  was  14.7  percent. 

80  See  pp.  294-298,  supra. 
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Moreover,  much  of  the  mutual  funds’  capital  comes  to  them  from 
people  who  but  for  the  funds — -would  have  invested  in  securities 
directly  for  their  own  account.  Hence,  the  growth  of  the  funds  has 
resulted  in  substituting  the  decisions  of  a  few  professional  managers 
with  respect  to  massive  blocks  of  securities  for  the  decisions  of  large 
numbers  of  individual  investors. 


•4-  Conclusions 

While  the  nation’s  securities  markets  on  the  whole  have  responded 
well  to  the  changes  wrought  by  increased  institutional  investor  partic¬ 
ipation,  there  are  increasing  signs  of  strain  on  the  mechanisms  of  the 
auction  markets.  In  a  number  of  instances,  the  sudden  and  simul¬ 
taneous  appearance  of  sell  orders  for  large  blocks  of  the  same  security 
has  resulted  in  a  marked  drop  in  its  price.  In  a  few  instances,  the 
strain  on  the  auction  market  caused  a  temporary  suspension  of  trading 
in  the  security  involved.  In  some  instances,  the  selling  pressures 
appear  to  have  been  accentuated — perhaps  unduly  so — because  of 
the  manner  in  which  the  orders  were  executed. 

The  nature  of  the  securities  markets  has  been  greatly  changed  by 
their  institutionalization.  Hence  practices  and  procedures  that  may 
have  worked  well  in  the  pre-institutional  era  must  now  be  reappraised. 
This  reappraisal  is  one  of  the  primary  tasks  of  the  Commission,  the 
securities  industry,  and  the  institutional  investors  themselves.  The 
Commission  has  already  taken  some  steps  in  this  direction.  To  meet 
the  need  for  fuller  information  as  to  trading  in  the  third  market,  the 
Commission  in  1964  adopted  reporting  requirements  for  broker-dealers 
who  make  nonexchange  markets  in  exchange-traded  securities.61 
These  reports  provide  the  Commission  and  the  securities  industry  for 
the  first  time  with  a  periodic  flow  of  information  concerning  the  most 
actively  traded  securities  in  the  third  market. 

More  recently,  at  the  request  of  the  Commission,  the  NYSE  modi¬ 
fied  its  Rule  394.  That  rule,  with  limited  exceptions  requires  all 
NYSE  member  firms  to  execute  all  of  their  transactions  in  NYSE 
listed  stocks  on  the  Exchange.  As  modified,  it  now  makes  clear  that 
NYSE  members  may  solicit  nonmember  marketmakers  off  the  Ex¬ 
change  floor  in  certain  situations  when  such  solicitation  would  facilitate 
the  execution  of  an  order.62  The  Commission  believes  that  this  change 
will  enhance  the  efficiency  of  the  market  mechanisms  in  coping  with 
the  large  block  transactions  of  institutional  investors. 

The  evidence  available  at  this  time  with  respect  to  the  consequences 
of  the  institutionalization  of  the  investment  process  does  not  point 
to  a  need  for  major  new  legislation.  But  the  reexamination  of  existing 
market  mechanisms  and  rules  necessitated  by  these  changes  requires 
fuller  data  concerning  the  security  holdings  and  trading  patterns  of 
institutional  investors  than  has  heretofore  been  available.  Some  of 
this  information  with  respect  to  investment  companies  is  available 
to  the  Commission  through  the  disclosure  and  reporting  requirements 
of  the  Investment  Company  Act  and  other  Federal  securities  laws. 
Recently,  the  Commission  has  made  arrangements  with  the  Invest¬ 
ment  Company  Institute  and  the  Association  of  Closed-End  Invest¬ 
ment  Companies  to  obtain  monthly  data  collected  by  them  as  to 


6i  RUie  i7a-9  under  the  Exchange  Act  (17  C.F.R.  sec.  240.17a-9),  promulgated  by  Securities  Exchange 

Act  Release  No.  7474  (Dec.  1,  1904). 

see  Securities  Exchange  Act  Release  No.  *981  (Oct.  20,  1966). 
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common  stock  purchases  and  sales  by  investment  companies.  In  very 
active  markets  this  data  will  be  obtained  from  a  large  sample  oi  in¬ 
vestment  companies  on  a  weekly  or  perhaps  on  a  more  frequent  basis. 

But  there  is  a  lack  of  rebable  and  comprehensive  data  concerning 
the  securities  holdings  and  trading  activities  of  other  institutional 
investors.  For  example,  even  though  noninsured  pension  funds  own 
more  corporate  stock  than  mutual  funds  do,  there  is  no  information 
generally  available — even  on  an  annual  basis — as  to  the  size  of  the 
pension  funds’  holdings  of  specific  securities.  Pension  funds  are 
regulated  under  the  Welfare  and  Pension  Fund  Disclosure  Act  of 
1958, 63  which  is  administered  by  the  Department  of  Labor.  Closing 
the  informational  gap  with  respect  to  pension  fund  holdings  and 
holdings  of  other  institutional  investors  through  amendments  to 
existing  Federal  regulatory  statutes  and  through  other  appropriate 
means  is  an  indispensable  preliminary  step  to  adequate  analysis  to  the 
problems  raised  by  the  institutionalization  of  the  securities  markets. 

E.  MUTUAL  FUNDS  AND  SPECULATIVE  ACTIVITY 

1 .  Speculative  activity  by  mutual  funds 

Although  Federal  securities  regulation  is  neither  designed  to  pre¬ 
vent  all  speculative  activity  in  the  securities  markets  nor  to  guard 
against  fluctuations — even  extreme  ones — the  Congress  recognized  that 
excessive  speculation  accompanied  by  considerable  price  gyrations  can 
be  detrimental  to  the  national  interest.  A  concern  over  excessive 
speculation  and  sudden  and  unreasonable  fluctuations  in  the  prices 
of  securities  is  clearly  articulated  in  the  Exchange  Act,  which  estab¬ 
lishes  certain  controls  on  security  speculation.64 

The  Investment  Company  Act  also  expresses  concern  over  the 
possible  detrimental  effects  of  investment  company  use  of  bank  credit 
and  short  sales.  It  prohibits  investment  companies  from  purchasing 
securities  on  margin  and  from  effecting  short  sales  in  contravention  of 
such  rules  as  the  Commission  may  prescribe.65 

Recently,  several  new  mutual  funds,  organized  for  the  purpose  of 
following  highly  speculative  investment  policies  and  proposing  to 
rely  upon  speculative  devices  such  as  buying  securities  on  margin, 
using  put  and  call  options,  utilizing  debt  obligations,  and  short  selling, 
have  sought  to  register  under  the  Act.  These  funds  apparently  are 
attempting  to  emulate  the  activities  of  a  number  of  unregistered 
speculative  trading  funds,  the  so-called  “hedge  funds,”  which  have 
been  operating  in  the  markets  of  the  1960’s  with  money  obtained  from 
less  than  100  Investors.66  In  addition,  some  mutual  funds  registered 
under  the  Act  have  grown  and  operated  successfully  without  reliance 
on  specialized  speculative  techniques,  but,  nevertheless,  pursuing  in¬ 
vestment  policies  which  favor  rapid  turnover  of  portfolio  securities  in 
the  light  of  short-term  market  trends. 

63  29  U.S.C.,  sec.  301  et  seq.,  72  Stat.  997.  ,  ,  „  J 

64  Among  these  controls  is  the  power  vested  in  the  Board  of  Governors  of  the  Federal  Reservo  System  to 
regulate  tlie  amount  of  credit  that  may  be  initially  extended  on  any  security  registered  on  a  national 
securities  exchange,  Exchange  Act,  sec.  7.  By  adjusting  the  amount  of  bank  credit  available  for  secu¬ 
rities  transactions,  that  aeency  can  attempt  to  moderate  the  tempo  of  price  fluctuations  in  the  securities 
markets  In  addition,  sec.  10(a)  of  the  Exchange  Act  empowers  the  Commission  to  prohibit  or  limit  short 
sales  of  securities  or  the  use  of  stop-loss  orders  in  connection  with  securities  transactions. 

as  Sec  12(a). 

«6  Investment  companies  that  have  no  more  than  100  security  holders  and  are  neither  making  nor  presently 
proposing  to  make  public  offerings  of  their  securities  are  not  required  to  register  under  the  Act  (sec.  3(c)  (1)). 
See  pp.  34-35,  supra. 
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Although  mutual  funds  that  emphasize  speculative  trading  policies 
do  not  represent  a  large  segment  of  the  industry,  there  has  been  a 
tendency  for  managers  of  other  funds  to  emphasize  more  active 
trading  in  order  to  capitalize  on  short-term  market  movements. 
This  tendency  is  reflected  in  a  rise  in  aggregate  mutual  fund  port¬ 
folio  turnover  rates  in  late  1965  and  the  first  half  of  1966.67 

Despite  these  tendencies  for  increased  trading  activities,  short 
selling  and  margin  trading  thus  far  have  not  been  widespread  within 
the  investment  company  industry,  and  the  Commission  has  not  had 
occasion  to  issue  rules  with  respect  to  these  practices.  However, 
the  Commission  has  revised  its  annual  reporting  form  for  management 
investment  companies  to  require  that  such  companies  furnish  the 
Commission  with  information  as  to  such  transactions,  thereby  en¬ 
abling  the  Commission  to  gauge  the  amount  of  such  activity  and  any 
tendencies  toward  increases  in  it.68  Management  investment  com¬ 
panies  are  also  required  to  report  annually  to  the  Commission  the 
amount  of  their  purchases  and  sales  of  the  same  securities  within 
any  6-month  period.69  An  examination  of  these  reports  does  not 
indicate  that  margin  trading,  short  sales  and  short-swing  trading  by 
investment  companies  are  extensive  problems  at  the  present  time. 

Since  investment  companies  have  been  required  to  furnish  the 
Commission  with  this  sort  of  information  only  since  the  adoption  of  the 
revised  annual  reporting  form  in  1965,  the  Commission  does  not  have 
a  basis  for  measuring  with  any  precision  whether  investment  com¬ 
panies  have  increased  their  use  of  these  speculative  techniques.  It 
nas,  however,  directed  its  staff  to  analyze  this  information  on  a  con¬ 
tinuing  basis  in  order  to  keep  a  close  watch  on  any  tendencies  for 
widespread  use  of  such  speculative  techniques.  Should  further  evi¬ 
dence  indicate  the  existence  of  widespread  problems  in  this  area,  the 
Commission  wall  act  within  the  ambit  of  its  existing  authority  to  deal 
with  them  and  present  such  legislative  recommendations  to  Congress 
as  may  be  necessary. 

2.  Speculative  activity  by  mutual  fund  investors — Withdrawal  privileges 

In  recent  years  there  appears  to  be  a  growing  use  by  speculatively 
oriented  investors  of  withdrawal  and  reinvestment  privileges  in  con¬ 
nection  with  single  payment  plan  certificates  issued  by  contractual 
plan  companies.  Since  such  plans  generally  provide  the  holders  with 
an  unlimited  withdrawal  and  reinvestment  privilege  with  respect  to 
90  percent  of  their  investment,  they  furnish  a  means  w'hereby  in¬ 
vestors  redeem  and  reinvest  in  mutual  fund  shares  without  payment 
of  an  additional  sales  charge.  In  1960,  sales  of  single  payment  plan 
certificates  amounted  to  $37.3  million,  approximately  15  percent  of 


67  Mutual  fund  annual  portfolio  turnover  rates  for  1964  through  the  1st  half  of  1966  were: 


First  quarter - 

Second  quarter. 
Third  quarter. . 
Fourth  quarter. 


1964 

1965 

1966 

Percent 

21.1 

18.0 

14.2 

13.1 

Percent 

18.4 

17. 1 

18.2 
23.0 

Percent 

27.8 

32.0 

hoSsat  trebiyrafng0a?dUendaof  period  6  The  results  were  then  annualized. 
68  Item  1.26  of  Form  N-lRi 
6#  Item  2.02  of  Form  N-1R« 
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the  value  of  all  fund  shares  acquired  by  contractual  plan  companies 
and  1.5  percent  of  the  value  of  all  new  mutual  fund  shares  issued  in 
that  year.  In  1965  they  amounted  to  $150.4  million,  representing 
30  percent  of  the  value  of  all  fund  shares  acquired  through  such  pay¬ 
ments  and  2.9  percent  of  the  value  of  all  new  mutual  fund  shares 
issued.  During  the  first  three  months  of  1966  sales  of  single  pay¬ 
ment  plan  certificates  averaged  over  $35  million  per  month.'0 

These  figures  may  have  included  single  payment  plan  purchases  by 
the  Fund  of  Funds,  Ltd.,  a  foreign-based  investment  company  which 
invests  primarily  in  other  investment  companies  and  which  has  never 
made  use  of  the  withdrawal  and  reinvestment  privilege.71  However, 
other  investors  apparently  have  made  extensive  use  of  this  privilege. 
One  fund,  with  net  assets  of  over  $500  million  as  of  April  30,  1966, 
reported  that  during  the  6  month  period  ending  on  that  date  almost 
$145  million  of  assets  previously  withdrawn  from  single  payment 
plans — more  than  a  quarter  of  its  net  assets — had  been  reinvested. 

Until  very  recently  the  dominant  concern  of  most  fund  managers 
centered  on  long-term  investment  results.  The  orientation  ol  fund 
shareholders  has  been  similar.  Generally,  mutual  fund  shareholders 
have  been — and  for  the  most  part  still  are — concerned  with  long-run 
investment  results  rather  than  with  short-run  speculation;  and  sub¬ 
stantial  industry-wide  increases  in  redemptions  during  relatively 
short-term  market  declines  have  not  occurred.  For  these  reasons, 
fund  managers  have  been  free  to  carry  out  large  scale  programs  of 
accumulation  and  disposition  on  a  gradual  basis  with  a  view  toward 
avoiding  drastic  market  upsets. 

However,  the  extensive  use  of  single  payment  plan  withdrawal  and 
reinvestment  privileges  by  a  relatively  few  speculatively  minded  in¬ 
vestors  could  seriously  circumscribe  at  critical  times  the  exercise  of 
managerial  discretion  in  the  interest  of  the  large  majority  of  share¬ 
holders  who  have  long-term  investment  objectives.  It  creates  sub¬ 
stantial  questions  of  fairness  to  the  large  majority  of  mutual  fund 
shareholders  who  make  their  investments  and  pay  a  continuing  fee 
to  obtain  the  unencumbered  investment  judgments  of  professional 
management,  not  of  fellow  shareholders  interested  in  speculation. 
Moreover,  it  is  the  entire  body  of  shareholders  in  a  fund,  rather  than 
these  speculators  alone,  who  bear  the  increased  brokerage  costs  that 
are  incurred. 

The  widespread  use  of  withdrawal  and  reinvestment  privileges  for 
speculative  purposes  has  serious  adverse  implications  for  mutual  fund 
investors.  Both  the  NASD  and  individual  funds  recently  have  taken 
steps  to  discourage  these  practices.72  The  Commission  is  also  exploring 
the  possibility  of  adopting  rules  under  its  existing  authority  to  prevent 
the  use  of  withdrawal  and  reinvestment  privileges  for  speculative 


’"Source:  Investment  Company  Institute. 

”  See  pp.  311-324,  infra. 

”  The  NASD  has  adopted  an  interpretation  of  its  Rules  of  Fair  Practice  which,  among  other  things, 
prohibits  its  members  from  suggesting,  encouraging  or  assisting  planholders  in  making  repeated  or  excessive 
use  of  the  withdrawal  privilege.  Ordinarily  use  of  the  privilege  by  a  planholder  more  than  once  a  year 
would  constitute  repeated  or  excessive  use.  Members  are  also  specifically  prohibited  from  assisting  re¬ 
investments  by  planholders  within  90  days  after  withdrawals  by  them.  In  addition,  various  mutual 
funds  offering  plans  featuring  the  withdrawal  privilege  have  stated  in  their  prospectuses  that  they  are 
revising  their  plan  certificates  to  accord  with  the  NASD  interpretation: 
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purposes.  Should  its  existing  authority  be  insufficient  to  deal  with 
the  practices,  the  Commission  will  recommend  appropriate  legislation. 

The  Commission  recognizes  that  the  privilege  of  withdrawal  and 
reinvestment  without  the  payment  of  additional  sales  loads  or  of 
redemption  fees  can  be  a  benefit  to  shareholders — particularly  to 
shareholders  of  modest  means  confronted  with  a  sudden  and  temporary 
need  to  liquidate  their  mutual  fund  holdings — and  at  present  does 
not  envisage  any  need  for  an  outright  ban  of  this  privilege.  Any 
steps  taken  by  the  Commission  in  this  area,  therefore,  would  be 
limited  to  preventing  the  abuse  of  this  reinvestment  privilege  for 
speculative  or  other  purposes  adverse  to  the  interests  of  the  funds  and 
their  shareholders. 


CHAPTER  VIII 


INVESTMENT  COMPANY  RELATIONSHIPS  WITH  PORTFOLIO 

COMPANIES 

Chapters  VI  and  VII  of  this  report  examined  the  relationship 
between  mutual  fund  size  and  investment  performance  and  considered 
the  impact  of  mutual  fund  growth  on  the  securities  markets.  This 
chapter  examines  another  aspect  of  investment  company  size — its 
effect  on  the  companies  in  which  investment  companies  have  become 
substantial  shareholders. 

Part  A  discusses  the  question  whether  investment  company  man¬ 
agers  have  used  the  sizable  pools  of  investment  capital  under  their 
control  to  obtain  dominant  positions  in  portfolio  companies  to  the 
possible  detriment  of  the  portfolio  companies  and  their  shareholders. 
The  remainder  of  this  chapter  discusses  the  problems  created  by  the 
emergence  of  investment  companies  whose  portfolios  consist  entirely 
or  in  large  part  of  securities  issued  by  other  investment  companies 
and  presents  legislative  recommendations  for  the  resolution  of  those 
problems. 

A.  RELATIONSHIPS  WITH  PORTFOLIO  COMPANIES  OTHER  THAN  INVEST¬ 
MENT  COMPANIES 

1.  The  question  raised 

Relationships  between  investment  companies  and  the  enterprises 
in  whose  securities  they  invest  raise  a  significant  question  respecting 
existing  regulatory  controls:  Are  they  adequate  to  protect  portfolio 
company  shareholders  from  possible  overreaching  on  the  part  of  their 
large  investment  company  shareholders? 

Although  the  Investment  Trust  Study  that  preceded  passage  of  the 
Act  had  made  an  intensive  examination  of  investment  company- 
portfolio  company  relationships,1  neither  the  Commission  nor  the 
Congress  of  1940  saw  any  need  to  preclude  investment  companies 
from  acquiring  dominant  positions — if  their  managers  chose  to  do  so — 
in  the  enterprises  in  which  they  invest.2 3  Accordingly,  the  Act  in 
general  imposes  no  restrictions  on  the  capacity  of  investment  compa¬ 
nies  to  control  the  enterprises  in  which  they  invest.  With  respect  to 
investment  companies  that  hold  themselves  out  as  “diversified,”  how¬ 
ever,  the  Act  does  limit  the  extent  to  which  such  companies  can  con¬ 
centrate  their  investments  in  portfolio  companies.  But  even  a 


1  Investment  Trust  Study,  pts.  4  and  5.  . 

2  A  company  that  invests  in  securities  for  the  primary  purpose  of  controlling  and  operating  busmesses  is 
not  an  “investment  company”  within  the  meaning  of  the  Act.  See  note  9  on  p.  34,  supra.  However,  a 
company  that  is  primarily  an  investor  in  securities  and  is  therefore  a  statutory  investment  company  may  as 
a  secondary  phase  of  its  activities  engage  in  business  enterprises  on  its  own  account  and  control  subsidiary 
companies'  The  direct  entrepreneurial  activities  of  a  large  investment  company  can  become  quite  sub¬ 
stantial.  See  e.g.,  Electric  Bond  &  Share  Co.,  Investment  Company  Act  Release  No.  4590  (May  6,  1906). 

3  The  overwhelming  majority  of  mutual  funds  represent  themselves  in  their  prospectuses  as  diversified. 
Moreover,  even  the  small  minority  of  mutual  funds  that  are  registered  under  the  act  as  nondiversified  are 
in  fact  diversified  to  a  considerable  extent  for  the  purpose  of  availing  themselves  of  the  benefits  that  subch. 
M  of  the  Internal  Revenue  Code  confers  on  regulated  investment  companies.  See  ch.  II,  pp.  40-41,  supra, 
and  appendix  thereto  at  pp.  79-82,  supra. 
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diversified  investment  company  can  have  controlling  positions  in 
portfolio  companies. 

1  he  Act  divides  the  portfolios  of  diversified  companies  into  two 
segments,  only  one  of  which  need  be  diversified.  The  non-di versified 
segment,  "which  may  amount  to  as  much  as  25  percent  of  the  diversi¬ 
fied  company  s  total  assets,  can  be  invested  in  the  securities  of  a  single 
issuer  and  can  be  used  to  acquire  controlling  positions  in  or  eA^en 
complete  ownership  of  portfolio  companies.  And  even  A\rithin  the 
diversified  segment  of  the  portfolio  as  much  as  10  percent  of  the 
outstanding  voting  securities  of  an  issuer  can  be  acquired.  In  many 
large  publicly  held  companies  a  stock  interest  of  far  less  than  10  per¬ 
cent  is  significant  enough  to  gi\re  its  holder  a  poAverful  voice  in  the 
affairs  of  the  enterprise. 

The  Act  imposes  controls  over  some  of  the  more  significant  relation¬ 
ships  between  investment  companies  and  the  businesses  in  which  they 
invest.  It  defines  any  company  five  percent  or  more  of  the  outstand¬ 
ing  stock  of  which  is  held  by  an  investment  company  as  an  '‘affiliated 
person”  of  that  im'estment  company.4  This  definition  is  significant 
because  most  transactions  between  investment  companies  and  affili¬ 
ated  persons  require  prior  Commission  approval.5  Such  approval 
can  be  granted  only  if  the  Commission  finds  “that  the  terms  of  the 
proposed  transaction,  including  the  consideration  to  be  paid  or  re¬ 
ceded.  are  reasonable  and  fan-  and  do  not  involve  overreaching  on  the 
part  of  any  person  concerned.”  6 

2.  Mutual  fund  participation  in  portfolio  company  affairs 

The  Wharton  Report  examined  the  nature  and  extent  of  relation¬ 
ships  between  mutual  fund  managers  and  portfolio  companies  during 
the  period  1952  to  1958.  It  found  that  in  1958  there  Avere  at  a  mini¬ 
mum  39  holdings  that  clearly  were  large  enough,  either  by  themselves 
or  in  connection  with  interlocking  management  relationships,  to 
permit  the  influencing  of  portfolio  company  affairs.7  Although  the 
Wharton  Report  found  that  the  three  largest  fund  groups  accounted 
for  only  one  of  the  holdings  with  control  potential,8  these  three  groups 
accounted  for  a  total  of  338  separate  holdings  consisting  of  one  percent 
or  more  of  the  voting  shares  of  a  portfolio  company.  Over  half  of 
these  holdings  exceeded  two  percent  of  the  voting  shares.9 

Although  holdings  of  one  or  two  percent  of  a  company’s  outstanding 
stock  seldom  confer  Avorking  control,  the  Wharton  Report  recognized 
that  the  managers  of  mutual  funds  with  such  holdings  can  sometimes 
exert  substantial  influence  over  portfolio  companies.10  The  Report, 
however,  found  that  mutual  fund  managers  participated  in  the  affairs 
of  portfolio  companies  only  in  very  limited  ways  and  did  not  utilize 


5  Secs  2]  7(a^-17i'd) .  Sec.  17(c)  provides  two  relatively  minor  exceptions  to  the  general  rule  for  merchan¬ 
dise  transactions  in  the  ordinary  course  of  business  and  for  lessor-lessee  relationships. 

•  sec.  17(b)(1).  The  Commission  also  must  find  that  ‘‘the  proposed  transaction  is  consistent  with  the 
policy  of  each  registered  investment  company  concerned *  *  *  *”  and  “*  *  *  with  the  general  purposes 

‘^Thirtv-four  of  the  39  holdings  amounted  to  ten  or  more  percent  of  the  voting  stock  of  the  portfolio  com¬ 
pany.  The  five  other  holdings  constituted  voting  stock  ownership  of  5  to  9  percent  and  were  accompanied 
bv  one  or  more  portfolio  comoany  interlocks.  AVharton  Report  25.  ,  .  ,  ,  . 

'*  Twenty-one  of  these  holdings  were  held  by  Insurance  Securities  Trust  Fund  and  eight  by  a  single  fund 
complex— the  Axe-Houghton  complex. 

»  Wharton  Report  26. 

CVa**  2(6a)2f9)  of  the  Act  which  defines  “control”  as  “the  power  to  exercise  a  controlling  influence  over 
the  management  or  policies  of  a  company”  and  the  discussionof  that  section  in  Investors  Mutual,  Inc,. 
Investment  Company  Act  Release  No.  4595,  pp.  5-6  (May  11, 1966). 
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fund  stockholdings  to  any  significant  extent  for  purposes  of  controlling 
the  affairs  of  the  portfolio  companies.  It  concluded  that  “as  of  late 
1958  neither  the  extent  nor  character  of  mutual  fund  influence  over 
portfolio  companies  appeared  to  be  such  as  to  warrant  serious  con¬ 
cern.  ”  11 

These  conclusions  as  to  the  effect  of  mutual  fund  size  on  relation¬ 
ships  with  portfolio  companies  during  the  period  1952-58  are  not 
determinative  of  these  questions  in  today’s  $38  billion  mutual  fund 
industry,  which  is  more  than  triple  its  1958  size.  The  substantial 
growth  of  individual  mutual  funds  and  fund  complexes  since  1958, 
accompanied  by  significant  increases  in  the  number  of  large  common 
stockholdings  in  mutual  fund  portfolios,  has  made  mutual  funds 
more  important  as  shareholders  in  publicly  held  companies.12 

Mutual  funds  are  sufficiently  important  as  shareholders  to  persuade 
managements  of  portfolio  companies  to  give  a  favorable  hearing  to 
views  of  fund  managers  on  company  policies.  However,  many  fund 
managers  attempt  as  a  matter  of  policy  to  avoid  entanglements  in  the 
affairs  of  portfolio  companies.  While  managers  of  the  larger  funds 
and  fund  complexes  on  occasion  give  advice  on  dividend  policy, 
financing,  mergers,  and  selection  of  officers  and  directors,  they  gen- 
eralty  shy  away  from  interfering  witn  portfolio  company  operations. 
They  tend  to  limit  their  concern  to  matters  which  affect  investment 
income  or  possible  dilution  of  investment  values  through  mergers  or 
new  equity  financing. 

Nor  do  investment  companies  generally  initiate  shareholder  move¬ 
ments  for  management  changes  in  portfolio  companies.  On  the  other 
hand,  where  contests  for  control  of  a  portfolio  companv  have  been 
initiated  by  others,  the  votes  of  investment  companies,  like  those  of 
other  substantial  shareholders,  are  often  actively  solicited  by  both 
sides  to  the  contest.  But  investment  companies  tend  to  exercise  their 
shareholder  vote  in  favor  of  existing  management.  They  evidence 
disapproval  of  management  and  its  policies  primarily  by  disposing  of 
their  holdings. 

In  recent  years  there  has  been  some  evidence,  perhaps  because  the 
funds  are  less  mobile  and  flexible  with  respect  to  changes  in  large 
portfolio  positions,  that  funds  have  tended  to  play  more  active 
stockholder  roles.  In  one  notable  instance,  a  mutual  fund  successfully 
sued  to  enjoin  a  portfolio  company  from  issuing  nonvoting  stock— a 
step  that  would  have  caused  the  New  York  Stock  Exchange  to  delist 
the  company’s  common  stock.13  In  another,  a  large  mutual  fund  stock¬ 
holder  determined  to  exercise  its  voting  rights  in  a  contest  for  control 
of  the  portfolio  company,  despite  the  fact  that  such  action  might 
have  prejudiced  its  suit  against  the  portfolio  company  for  rescission 
of  its  purchase  of  the  portfolio  company’s  stock  on  the  ground  of 
fraud.  In  still  others,  managements  of  fund  complexes  have  actively 
urged  portfolio  company  managements  to  change  certain  financial 
policies  such  as  those  relating  to  dividend  distributions.  And  only 
recently  two  large  investment  companies  have  figured  prominently  in 


li  Wharton  Report,  424-427. 

is  United  Funds,  Inc.  v.  Carter  Products,  Inc.,  CCH  Fed.  Sec.  L.  Rep.  par.  91, 288  (Balt.  Cty.  Ct.,  May  16 
1963)  Cf  Cherner  v.  Transitron  Electronic  Corporation,  211  F.  Supp.  48  (D.  Mass.,  1963)  where  five  mutual 
funds  joined  with  other  public  investors  in  a  settlement  of  private  suits  under  the  antifraud  provisions  of 
secs  11  and  12(a)  of  the  Securities  Act.  The  $5,300,000  settlement  was  for  the  benefit  of  all  investors  filing 
claims  who  had  suffered  losses  from  the  alleged  fraud  committed  by  the  defendants. 
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a  contest  for  control  of  one  of  the  larger  companies  in  the  motion 
picture  industry. 

In  the  mutual  fund  industry  as  a  whole,  however,  there  is  no 
evidence  as  yet  of  any  widespread  departure  from  the  traditional 
policy  of  evidencing  disapproval  of  portfolio  company  management  by 
liquidating  holdings. 

3.  Conclusions 

In  considering  the  impact  of  investment  company  size  on  portfolio 
companies,  active  participation  in  the  affairs  of  portfolio  companies 
by  investment  company  managements  in  the  role  of  interested  share¬ 
holders  should  not  be  confused  with  the  managers’  use  of  mutual  fund 
assets  to  control  portfolio  companies.  In  some  important  respects,  the 
shareholder  interests  of  investment  companies  coincide  with  those  of 
public  investors  generally.  Thus  the  assumption  by  investment 
company  managements  of  an  active  stockholder  role  in  the  affairs  of 
portfolio  companies  could  yield  significant  benefits  to  all  investors. 
As  the  Commission’s  Investment  Trust  Study  noted  in  1940: 


Investment  companies  may  serve  the  useful  role  of  rep¬ 
resentatives  of  the  great  number  of  inarticulate  and  ineffec¬ 
tive  individual  investors  in  industrial  corporations  in  which 
investment  companies  are  also  interested.  Throughout  the 
course  of  the  existence  of  such  industrial  corporations,  vari¬ 
ous  problems  are  presented  to  their  stockholders  which 
require  a  degree  of  knowledge  of  financial  and  management 
practices  not  possessed  by  the  average  stockholder.  Invest¬ 
ment  companies  by  virtue  of  their  research  facilities  and 
specialized  personnel  are  not  only  in  a  position  to  adequately 
appraise  these  situations  but  also  have  the  financial  means 
to  make  their  support  or  opposition  effective.  These  invest¬ 
ment  companies  can  perform  the  function  of  sophisticated 
investors,  disassociated  from  the  management  of  their  port¬ 
folio  companies.  They  can  appraise  the  activities  of  the 
management  critically  and  expertly,  and  in  that  manner  not 
only  serve  their  own  interests  but  the  interest  of  the  other 
public  stockholders.14 


Questions  concerning  the  impact  of  size  on  portfolio  companies 
are  not  peculiar  to  investment  companies  but  are  common  to  insti¬ 
tutional  investors  generally.  Indeed,  as  stockholders,  investment 
company  managers  are  probably  less  influential  than  many  commeicial 
banks  which  manage  much  larger  amounts  of  portfolio  securities  on 
behalf  of  personal  trusts,  noninsured  pension  plans  and  nonprofit 
institutions.  Other  institutions,  such  as  life  insurance  companies, 
universities  and  foundations  also  hold  substantial  amounts  of  stock. 
When  a  number  of  institutional  investors  hold  significant  amounts  oi 
a  company’s  securities,  no  single  investment  company  group  or  other 
institution  is  able  to  wield  a  dominant  influence  over  a  portfolio 
company.  However,  groups  of  large  stockholders,  including  invest¬ 
ment  companies,  have  on  occasion,  been  able  to  play  a  decisi\  e  role  in 
portfolio  company  affairs.15 


14  Investments  Trust  Study,  pt.  5,  371. 
is  See  Wharton  Report  427-428. 
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Hence  investment  company  influence  over  portfolio  companies 
cannot  be  considered  in  isolation  from  the  broader  question  of  the 
influence  of  all  substantial  investors  in  companies  in  which  they  hold 
sizable  positions.  Detailed  examination  of  that  question  calls  for  a 
broader  inquiry  than  the  one  that  has  been  made  for  the  purposes  of 
this  report.  In  this  connection,  it  must  be  remembered  that  other 
forms  of  influence  may  be  as  important  as — and  in  some  cases  more 
important  than — stock  ownership.  The  commercial  departments  of 
banks,  the  loan  departments  of  insurance  companies  and  investment 
bankers  through  whom  new  capital  is  raised  may  exert  significant 
influence  on  companies  that  look  to  them  for  capital  even  in  the 
absence  of  actual  stock  ownership. 

The  Act’s  requirements  of  fairness  with  respect  to  transactions  be¬ 
tween  investment  companies  and  portfolio  companies  in  which  they 
hold  five  percent  or  more  of  the  outstanding  voting  securities  gives 
these  portfolio  companies  a  measure  of  protection  against  overreach¬ 
ing  by  investment  companies  that  they  do  not  have  in  their  relation¬ 
ships  with  other  large  shareholders.  These  provisions  of  the  Act  are 
a  check  on  the  power  of  investment  companies  to  use  their  positions 
as  large  stockholders  to  the  detriment  of  portfolio  companies  and  the 
noninvestment  company  shareholders  of  such  companies. 

On  the  basis  of  its  ooservations  of  investment  company-portfolio 
company  relationships,  the  Commission  does  not  believe  that  this 
area  (apart  from  the  special  questions  raised  by  investment  com¬ 
panies  that  invest  in  other  investment  companies)  presents  problems 
that  call  for  legislation  at  the  present  time. 

B.  MUTUAL  FUND  HOLDING  COMPANIES 

1 .  Introduction 

One  of  the  most  striking  developments  in  the  investment  company 
industry  in  recent  years  has  been  the  emergence  of  the  “fund  holding 
company,”  a  mutual  fund  whose  portfolio  consists  wholly  or  largely 
of  stock  issued  by  other  investment  companies.  While  the  basic 
concept  of  one  investment  company  superimposed  on  other  investment 
companies — a  “fund  on  funds” — is  not  a  novel  one,  the  form  such 
holding  companies  have  taken  and  their  emergence  as  an  important 
factor  in  the  Industry  is  quite  recent.16  It  is  therefore  appropriate, 
at  this  early  stage  in  the  growth  of  fund  holding  companies,  to  examine 
their  potential  effect  on  investors,  the  investment  companies  in  which 
the}"  invest,  and  the  securities  markets. 

The  ownership  by  one  investment  company  of  the  shares  of  other 
investment  companies  is  not  prohibited  by  the  Investment  Company 
Act.17  However,  section  12(d)(1)  of  the  Act  prohibits  a  registered 


18  Prior  to  1940,  several  investment  companies  invested  in  the  shares  of  other  investment  companies. 
This  was  discussed  at  some  length  in  the  Investment  Trust  Study.  In  every  case,  however,  the  pre-1940 
investment  companies  that  invested  in  other  investment  companies  acquired  only  the  shares  of  closed -end 
companies.  Investment  Trust  Study,  pt.  2,  414.  Six  of  those  companies  were  found  to  have  invested  50 
percent  or  more  of  their  assets  in  the  shares  of  other  investment  companies.  Of  the  six,  five  were  them¬ 
selves  closed-end.  Investment  Trust  Study,  pt.  2,  654  and  655.  The  single  open-end  investment  company 
organized  specifically  to  invest  in  a  diversified  list  of  investment  company  securities  was  investing  Com¬ 
pany  Shares,  one  of  several  series  of  shares  issued  by  Groun  Securities,  Inc.  Investment  Trust  Study,  pt. 
2,  562.  Its  total  assets  as  of  Dec.  31,  1940,  approximated  only  $80,000.  In  1954,  when  that  company’s  assets 
were  less  than  $1  million,  its  investment  policy  and  name  were  changed  and  another  series  was  merged 
into  it  so  that  it  is  no  longer  a  fund  holding  company. 

These  fund  holding  companies  should  be  distinguished  from  the  typical  registered  unit  trust  for  the  accu¬ 
mulation  of  shares  of  a  specific  registered  investment  company,  which  is,  in  form,  a  fund  on  a  fund.  See 
p.  38,  supra. 

17  Indeed,  sec.  5(b)(1)  of  the  Act  defines  a  “diversified  company”  as  including  a  company  which  may  have 
at  least  75  percent  of  its  total  assets  in,  among  other  things,  “securities  of  other  investment  companies.” 
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investment  company  from  pm-chasing  more  than  five  percent  of  the 
total  outstanding  voting  stock  of  any  other  investment  company 
which  concentrates  its  investments  in  a  particular  industry  or  group 
of  industries  or  more  than  three  percent  of  the  total  outstanding  voting 
stock  of  any  other  type  of  investment  company. 

Section  12(d)(1)  applies  only  to  the  purchase  by  a  registered  invest¬ 
ment  company  of  the  stock  of  another  investment  company — it  does 
not  apply  to  purchases  by  an  unregistered  investment  company  of  the 
stock  of  registered  investment  companies.18  Nor  does  the  section  apply 
to  the  sale  by  a  registered  investment  company  of  its  stock  to  another 
investment  company  regardless  of  whether  registered  or  not.  Thus,  a 
fund  holding  company  organized  under  the  laws  of  a  foreign  country 
and  not  subject  to  registration  under  the  Act  because  it  does  not  use 
the  mails  or  instrumentalities  of  interstate  commerce  in  the  sale  of  its 
securities,19  is  free  to  acquire  the  stock  of  registered  investment  com¬ 
panies  without  regard  to  the  percentage  limitations  of  section  12(d)(1). 

There  are  several  foreign  based  fund  holding  companies  now  in 
operation.  By  far  the  largest  is  the  Fund  of  Funds,  Ltd.  (“FOF”), 
an  unregistered  open-end  investment  company  incorporated  in 
Ontario,  Canada,  and  located  in  Geneva,  Switzerland.20  FOF  is 
sponsored  by  I.O.S.,  Ltd.  (S.A.)  (“IOS”),  a  Panamanian  corporation 
headquartered  in  Geneva,  Switzerland.21 

The  portfolio  of  FOF  consists  primarily  of  stock  issued  by  registered 
domestic  mutual  funds  and,  to  a  lesser  extent,  of  stock  of  mutual  fund 
management  and  sales  companies.  It  is  managed  by  a  wholly  owned 
subsidiary  of  IOS  and  IOS  itself  acts  as  the  distributor  of  FOF  through¬ 
out  the  world. 

This  fund  holding  company  has  grown  rapidly  since  1962  when  it 
was  first  offered  to  the  public,  allegedly  only  outside  of  the  United 
.States.  As  of  June  30,  1966,  the  net  assets  of  FOF  were  stated  to  be 


18  Sec.  12(d)(1)  ,  of  course,  applies  to  illegally  operating  unregistered  investment  companies  which  are  re¬ 
quired  to  be  registered  under  the  Act. 

i»  Sec.  7(d)  of  the  Act  prohibits  the  offer  or  sale  of  interests  in  an  investment  company  organized  under  the 
laws  of  a  foreign  country,  by  use  of  the  mails  or  any  means  or  instrumentality  of  interstate  commerce.  How¬ 
ever,  the  Commission  has  discretionary  authority  to  permit  a  foreign  investment  company  to  register  under 
Act 

20  In  addition  to  FOF,  other  foreign  based  unregistered  fund  holding  companies  known  to  exist  include 
iimong  others  the  following: 

Unregistered  foreign  based  fund  holding  com-  Adviser: 


pany: 

1.  Capital  Growth  Fund,  Bahamas. 

2.  Capital  Security  Fund,  Bahamas. 

3.  North  American  Investment  Fund 

N.V.,  Netherlands  Antilles. 

4.  Selected  American  Funds  Enterprise, 
Luxembourg. 


New  Providence  Securities  Ltd,  Bahamas. 
New  Providence  Securities  Ltd,  Bahamas. 
North  American  Fund  Management  Corp., 
Panama. 

Selected  American  Funds  Enterprise  Manage¬ 
ment  Corp.,  Limited,  Liechtenstein. 


2i  At  the  time  of  its  incorporation  in  1960,  IOS  registered  with  the  Commission  as  a  broker-dealer  in  com¬ 
pliance  with  sec  15(b)  of  the  Securities  Exchange  Act  of  1934.  Its  business  was  then  principally  that  of 
an  overseas  distributor  of  shares  of  registered  investment  companies. 

On  February  3  I960,  the  Commission  directed  the  commencement  of  public  administrative  proceedings 
to  determine  whether  to  revoke  or  suspend  IOS’s  broker-dealer  registration.  The  order,  h  e  No  3-49,, 
states  that  the  staff  alleges,  inter  alia,  that  IOS  has  used  the  mails  and  instrumentalities  of  interstate  com¬ 
merce  in  the  offer  and  sale  of  interests  in  FO F.  These  proceedings  are  pending  Prior  to  the  commence¬ 
ment  of  proceedings  by  the  Commission,  IOS  brought  an  action  in  the  Lmted  States  District  Court  for  the 
ofstrict  of  Puerto  Rico,  Fontaine  and  IOS  v.  S.E.C.,  Civ.  No.  525-65,  for  an  injunction  restraining  the 
commencement  of  the  proceedings  on  the  ground  that  the  Commission  does  not  have  jurisdiction  under 
the  Exchange  Act  to  conduct  such  proceedings,  and  for  a  declaratory  judgment  that  IOS  could  withdraw  its 
^eeistration  wRhout  jirejudice  or  the  imposition  of  terms  and  conditions  by  the  Commission  On  Oct.  3, 
1966  the  District  CoLrt  denied  IOS’s  motion  for  a  preliminary  injunction  and  granted  the  Commission  s 
motion  for  summary  judgment  and  dismissed  the  complaint.  IOS  has  filed  a  notice  of  appeal. 
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in  excess  of  $420  million.22  Table  VIII-1  lists,  as  of  June  30,  1966, 
the  total  net  assets  of  each  registered  investment  company  in  the  FOF 
portfolio,  the  market  value  of  each  such  FOF  investment,  the  per¬ 
centage  owned  by  FOF  of  the  outstanding  stock  of  each  such  registered 
investment  company,  and  the  percent  that  each  such  holding  is  of 
FOF’s  total  claimed  portfolio. 


Table  VIII-1. — Investment  company  holdings  of  the  Fund  of  Funds,  Ltd.,  as  of 

June  30,  1966 


Percent 
of  FOF 
portfolio 

Investment  company 

Total 
net  assets 
(millions) 

Market 
value  of 
FOF  holdings 
(millions) 

.  Percent 
owned 
by  FOF 

9.4 

The  Alger  Fund,  Inc - - 

$39.6 

$39.6 

100.0 

5.4 

American  Investors  Fund,  Inc - - - 

68.6 

22.7 

33. 1 

2.3 

Chemical  Fund,  Inc - 

437.3 

9.6 

2.2 

2.2 

Convertible  Securities  &  Growth  Stock  Fund,  Inc. 

22.9 

9.2 

40.2 

3.3 

Delaware  Fund,  Inc  -  - 

298.6 

13.7 

4.6 

3.5 

The  Douglas  Fund,  Inc -  - - 

14.6 

14.6 

100.0 

2.2 

The  Dreyfus  Fund,  Inc  - 

1, 539.  8 

9.2 

.6 

7.3 

Fidelity  Capital  Fund,  Inc - 

403.0 

30.7 

7.6 

7.8 

Fidelity  Trend  Fund,  Inc  -  -  - 

954.4 

32.9 

3.4 

3.3 

Financial  Institutions  Growth  Fund,  Inc - 

14.0 

14.0 

100.0 

4.5 

Fund  of  America,  Inc -  - 

41.5 

19.0 

45.8 

1.4 

Keystone  Low-Priced  Bond  Fund  (series  B-3) _ 

59.3 

6.  0 

10.1 

4.7 

Keystone  Growth  Fund  (series  K-2) _ 

218.8 

19.7 

9.0 

4.7 

Keystone  Growth  Common  Stock  Fund  (series 

S— 3) _ 

153.7 

19.8 

12.9 

5.1 

Keystone  Lower  Priced  Common  Stock  Fund 

(series  S— 4)  - - - 

276.7 

21.5 

7.8 

4.4 

Manhattan  Fund,  Inc_- . - . . . . 

428.5 

18.6 

4.3 

1.8 

Oppenheimer  Fund,  Inc - - 

74.8 

7.4 

9.9 

2.5 

Research  Investing  Corp  - - - 

57. 1 

10.6 

18.6 

2.2 

The  Value  Line  Special  Situations  Fund,  Inc...  . 

31.4 

9.4 

29.9 

8.8 

The  York  Fund,  Inc _ 

37.1 

37. 1 

100.0 

Total-  _ _ _ 

365.3 

Table  VIII-2  lists,  with  respect  to  each  mutual  fund  management 
company  whose  stock  was  owned  by  FOF  on  June  30,  1966,  the  total 
shares  of  each  such  company’s  outstanding  stock,  the  market  value 
of  FOF’s  holdings,  the  percentage  owned  by  FOF  of  the  total  out¬ 
standing  stock  of  each  such  company,  the  aggregate  investment 
company  assets  managed  by  each  such  company,  and  the  percentage 
of  FOF’s  portfolio  represented  by  such  investment. 


22  its  stated  assets  consisted  of  the  following  (in  millions): 


Shares  of  registered  investment  companies - - . . - - - $365.3 

Stock  of  mutual  fund  management  companies . - .  19. 4 

Cash  and  receivables — - - - - - - - - - -  35.4 


Total  net  assets  claimed - - -  420. 1 
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Table  VIII-2. — Mutual  fund  management  company  holdings  of  the  Fund  of 

Funds,  Ltd.,  as  of  June  80,  1966 


Aggregate 

investment 

company 

assets 

managed 

(millions) 

Percent 
of  FOF 
portfolio 

Management  company 

Total  shares 
of  manage¬ 
ment  com¬ 
pany  stock 
outstand¬ 
ing 

Market 
value 
of  FOF 
holdings 
(millions) 

Percent  of 
outstand¬ 
ing  stock 
owned  by 
FOF  - 

$6, 192.  5 

0.5 

Alleghany  Corp _ 

‘  6,  735,  826 

$1.9 

2.6 

1,581. 1 

.7 

Anchor  Corp,  class  B___  _  .  .. 

'  852,  745 

2.8 

14.6 

1,  539. 8 

1.1 

The  Dreyfus  Corp _ 

*  2,  550, 000 

4.7 

10.2 

1,061.0 

.3 

Insurance  Securities,  Inc _ 

•  10,  655, 400 

1.5 

1.7 

1, 162. 0 

.5 

Keystone  Custodian  Funds,  Inc.,  class  A. 

/  1, 056, 615 

2.0 

8.3 

167.2 

.1 

Lexington  Research  &  Management 

Corp.,  class  A _  __  __  __ 

«  347, 800 

.5 

18.8 

.7 

W’addell  &  Reed,  Inc,  class  A  _ 

1 

2,  ZoU.  2 

.  1 

Waddell  &  Reed,  Inc,  class  A-option 

\  *  933, 103 

3.1 

<  11.7 

(35,000  shares) _ _ _ 

1 

2, 050. 4 

.7 

Wellington  Management  Co,  class  A _ 

i  888, 000 

2.9 

11.4 

Total _  _ 

19.4 

»  On  the  assumption  that  the  outstanding  stock  as  of  the  dates  indicated  in  notes  b  to  h  below  did  not 
vary  between  such  dates  and  June  30,  1966.  All  management  company  stock  owned  by  FOF,  with  the 
exception  of  stock  of  Alleghany  Corp.,  Insurance  Securities,  Inc.,  and  The  Dreyfus  Corp.,  is  nonvoting. 

i>  Alleghany  Corp.  is  the  controlling  stockholder  of  Investors  Diversified  Services,  Inc.,  investment  ad¬ 
viser  to  and  distributor  of  4  registered  mutual  funds  with  combined  assets  in  excess  of  $5,000,000,000,  2  face- 
amount  certificate  companies  with  combined  assets  in  excess  of  $1,000,000,000  and  a  unit  trust  with  about 
$5  700  000  in  cissets. 

e  As  of  Nov.  30,  1965.  In  addition  there  were  3,999,000  shares  of  class  A  voting  shares  and  537,500  shares 
of  nonvoting  class  C  outstanding. 

*  As  of  Dec.  31,  1965. 


•  As  of  June  30, 1965.  ,  ..  .  , 

/As  of  Dec  31,  1965.  In  addition  there  were  32,514  shares  of  class  B  voting  shares  outstanding. 

«  As  of  Dec.  31,  1965.  In  addition  there  were  33,000  shares  of  class  B  voting  shares  outstanding. 
k  As  of  Aug.  31,  1965.  In  addition  there  were  113,930  shares  of  class  B  voting  shares  outstanding. 

■  On  July  29, 1966,  FOF  exercised  its  option  to  purchase  the  35,000  shares  of  Waddell  &  Reed  class  A. 
i  As  of  Oct.  31,  1965.  In  addition  there  were  10,000  shares  of  class  B  voting  shares  outstanding. 


In  addition  to  permitting  a  foreign  based  unregistered  fund  on  funds 
to  acquire  unlimited  holdings  of  the  stock  of  registered  investment  com¬ 
panies  section  12(d)(1)  of  the  Act  also  permits  registered  investment 
companies  to  acquire,  within  the  three  percent  and  five  percent 
limitations,  portfolios  consisting  entirely  of  stock  issued  by  Other 
registered  investment  companies.  At  the  present  time,  two  fund 
holding  companies,  First  American  Fund  of  Funds,  Inc,22  and  Pooled 
Funds1" Inc-.,  have  actually  registered  under  the  Act,23 

The  recent  emergence  of  fund  holding  companies  raises  the  question 
whether  the  public  interest  is  adequately  protected  so  long  as  such 
companies  are  free  to  acquire  large  blocks  of  stock  of  registered  invest¬ 
ment  companies.  In  addition,  fund  holding  companies  present  other 
problems  of  serious  regulatorv  concern  to  the  Commission,  including 
the  broad  questions  of  the  utility  of  a  fund  on  funds  as  an  investment 
vehicle  and  the  justification  of  the  dunhcative  costs  inherent  m  its 
operation.  This  section  considers  whether  the  provisions  of  section 
12(d)  (1)  are  adequate  to  deal  with  the  several  problems  of  fund  holding 
companies  as  they  have  evolved. 

2  Control  of  portfolio  companies 

'  The  Investment  Trust  Study  described  fund  holding  companies  «.s  a 
device  for  pyramiding  control  in  the  hands  “*  *  *  of  an  mdmdual 
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or  group  of  individuals  whose  financial  stake  in  all  of  the  constituent 
companies  of  the  group  is  comparatively  nominal.”  24  The  Act  itself 
declares  that  “the  national  public  interest  and  the  interest  of  investors 
are  adversely  affected”  when  investment  companies  are  organized 
and  operated  “*  *  *  in  the  interest  of  other  investment  companies 
*  *  *  rather  than  in  the  interest  of  all  classes  of  such  companies’ 
securities  holders,”  25  or  when  “control  of  investment  companies  is 
unduly  concentrated  through  pyramiding  or  inequitable  methods 
ol  control  *  *  *”  20  Tiie  three  percent  ana  five  percent  limitations  of 
section  12(d)(1)  were  intended  to  guard  against  such  abuses.27  How¬ 
ever,  fund  holding  companies — even  registered  domestic  companies 
against  which  the  statutory  limitations  are  operative — pose  a  real  oo- 
tential  for  the  exercise  of  undue  influence  or  control  over  the  activities 
of  portfolio  funds.  The  basis  of  this  threat  is  the  possibility  of  large- 
scale  redemptions  inherent  in  the  ownership  of  large  blocks  of  mutual 
fund  shares  by  a  fund  holding  company.  Although  the  problem  of 
control  over  portfolio  companies  is  to  some  extent  present  whenever 
large  institutional  investors  acquire  ownership  of  the  equity  securities 
of  public  companies,  in  the  case  of  fund  holding  companies  this 
problem  is  compounded  and  made  more  acute  for  a  number  of  reasors. 

An  unregistered  foreign  based  fund  holding  company,  free  of  any 
statutory  limitation  on  the  percentage  of  the  outstanding  stock  of 
mutual  funds  which  it  may  purchase  for  its  protfolio,  can  acquire  very 
substantial  or  even  controlling  interests  in  its  portfolio  funds.  In  the 
case  of  FOF,  for  example,  by  June  30,  1966,  it  had  acquired  in  excess  of 
25  percent 28  of  the  outstanding  stock  of  foiu*  registered  investment 
companies.29  The  managements  of  portfolio  funds  in  such  circum¬ 
stances  must  be  continually  aware  that  a  possible  large  redemption 
carries  with  it  a  loss  of  advisory  fees  in  approximate  proportion  to  the 
percentage  of  the  fund  redeemed.  Thus,  assuming  an  advisory  fee 
based  on  a  flat  percentage  of  net  assets,  redemption  by  a  fund  holding 
company  of  20  percent  of  the  stock  of  a  registered  mutual  fund  means  a 
20  percent  reduction  in  the  adviser’s  fee.  Further,  to  the  extent  that 
managements  of  the  portfolio  funds  derive  income  from  brokerage 


24  Investment  Trust  Study,  pt.  3,  2734.  See  also  Senate  Hearings  180. 

25  Sec.  1(b)(2). 

2«  Sec.  1(b)(4). 

22  In  the  original  version  of  the  bill,  sec.  12(c)(1)  (now  sec.  12(d)(1)),  would  have  flatly  prohibited  any 
purchase  by  any  registered  investment  company  of  the  securities  of  any  other  investment  company.  S.  3580, 
76th  Cong.  3d  sess.,  sec.  12(c)(1)  (1940).  In  relaxing  the  prohibition  to  permit  such  purchases  within  the 
percentage  limitations  provided  by  sec.  12(d)(1),  Congress  did  not  have  before  it  the  problems  presented 
by  a  number  of  large  open-end  investment  companies  whose  portfolios  consist  essentially  of  stock  of  regis¬ 
tered  investment  companies.  As  previously  noted,  the  investment  company  holding  companies  found  to 
exist  in  1940  were  basically  not  of  this  nature.  There  was  also  some  concern  that  a  registered  investment 
company  should  not  be  precluded  from  availing  itself  of  a  good  investment  opportunity  just  because  the 
prospective  investment  would  have  involved  shares  of  another  investment  company  and  that  it  might  be 
advantageous  for  one  investment  company,  desiring  to  invest  in  the  stock  of  issuers  in  a  particular  industry , 
to  purchase  the  stock  of  an  investment  company  whose  portfolio  is  concentrated  in  that  industry.  See 
House  Hearings  112-113. 

28  Pursuant  to  the  statutory  definition  of  “control”  in  2(a)  (9)  of  the  Act,  ownership  of  25  percent  or  more  of 
the  voting  securities  of  a  company  is  deemed  presumptive  control. 

2»  The  registered  investment  companies  and  the  percent  of  FOF’s  interest  in  each  are— 

Percent 


American  Investors  Fund.  Inc _ _ _  33. 1 

ConvertiblefSecurities  <fe  Growth  Stock  Fund,  Inc _ _ _  41. 8 

Fund  of  America,  Inc _  »  45. 8 

The  Value  Line  Special  Situations  Fund,  Inc _  29. 9 


°  It  is  to  be  noted  that  IOS  itself  owns  in  excess  of  80  percent  of  the  outstanding  stock  of  Investors 
Planning  Corp.  of  America,  Inc.,  of  which  Fund  of  America  Management  Corp.,  the  adviser  to 
Fund  of  America,  Inc.,  is  a  wholly  owned  subsidiary. 

As  table  VIII-1  at  p.  313,  supra,  indicates,  IOS  has  also  created  four  wholly  owned  investment  companies. 
These  “captive”  comp  nies— The  Alger  Fund,  Inc.,  The  Douglas  Fund,  Inc.,  Financial  Institutions 
Growth  Fund,  Inc.,  and  The  York  Fund,  Inc.— were  registered  with  the  Commission  under  the  Act  as  of 
June  30,  1966. 
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transactions  for  their  funds,  redemption  and  the  corresponding  reduc¬ 
tion  in  net  assets  would  also  decrease  the  opportunity  to  realize  such 
income  in  the  future. 

A  registered  domestic  fund  holding  company  is,  of  course,  subject 
to  the  three  and  five  percent  limitations  of  the  Act.  However,  even 
under  these  limitations  a  single  management  group  could  attempt  to 
organize  several  related  fund  holding  companies.  If  each  held  three 
percent  of  the  outstanding  voting  securities  of  the  same  registered 
mutual  fund,  the  management  of  that  portfolio  fund,  aware  of  the 
possibility  of  simultaneous  liquidation,  might  find  itself  in  a  difficult 
position.  Moreover,  if  a  single  registered  fund  holding  company 
acquired  the  maximum  allowed  by  the  Act  of  the  outstanding  stock  of 
several  funds  in  a  single  management  complex,  that  management,  if 
faced  with  a  substantial  loss  of  aggregate  advisory  fees  by  threatened 
redemption  of  all  such  holdings  by  the  fund  on  funds,  could  no  doubt 
be  subjected  to  substantial  pressures.  In  such  a  situation,  the  impact 
of  the  fund  holding  company  would  not  necessarily  be  limited  to  the 
registered  funds  in  the  complex  whose  stock  it  had  acquired — it  could 
extend  to  even  those  funds  in  the  complex  in  which  it  owned  no  stock 


at  all. 

This  potential  for  control,  basic  to  the  fund  holding  company 
structure,  carries  with  it  obvious  dangers  to  investors  in  registered 
investment  companies.  The  management  of  a  fund  holding  company 
may,  by  threat  of  redemption,  induce  deviations  from  the  investment 
program  or  policy  of  registered  companies  subject  to  its  influence. 
Should  such  influence  be  exercised,  and  to  the  extent  it  is  so  exercised, 
the  management  of  the  portfolio  companies  concerned  would  pass  to 
persons  other  than  those  chosen  by  the  stockholders  to  peiform  that 

function.  .  .  _ 

In  addition  to  the  potential  for  the  exercise  of  influence  or  control 

inherent  in  a  fund  holding  company,  the  redemption  threat  may  also 
disrupt  the  orderly  management  of  the  portfolio  funds  themselves. 
Section  22(e)  of  the  Act  generally  requires  that,  upon  demand  for 
redemption,  a  mutual  fund  make  payment  for  its  shares  within  seven 
days  except  in  certain  extraordinary  situations.  Consequently,  in 
anticipation  of  large  redemptions,  management  of  a  fund  might  be 
required  to  maintain  excessive  cash  balances  or  to  redeem  in  kind. 
In  a  letter  to  the  Chairman  of  the  Commission  dated  June  13,  1966, 
the  Investment  Company  Institute  outlined  its  views  with  respect  to 
the  management  problems  created  by  large  redemptions: 

A  mutual  fund  is  generally  able  to  make  sound  plans  for 
inevitable  redemptions,  with  the  knowledge  of  its  own  re¬ 
demption  record  and  the  fact  that  in  the  past  10  years 
redemptions  have  averaged  from  4.6  percent  to  about  6.9 
percent  of  assets  annually  for  the  industry.  If,  however,  a 
portfolio  fund  must  face  the  prospect  of  a  large  redemption 
hv  a  “fund  of  funds”  at  any  time,  the  portfolio  fund  either 
would  have  to  keep  excessive  sums  uninvested  and  in  cash, 


- A  of  thp  FOF  Dortfolio  funds  that  in  the  event  of  a  decision  to  redeem, 

30 IOS  has  assured  managements  of  the  r  or  p  and  over  llS  i(,np  a  period  of  time  as  they  may 

redemption  will  be  requested  in  (,frcfoces  are 1  however ,  only  informal  understandings  and  may  be 

reasonably  feel  to 'be .  ,  investors  in  FOF  to  promptly  redeem  unsatisfactory  investments. 
Moreo^rl^s^rances^oHerl^npt^^ov^^M^ten^^  ^r^o^t^time  are^ot  enforTOable,  since^  rMtrlcUons 

protection  afforded  by  the  Act. 
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or  it  would  have  suddenly  to  liquidate  or  distribute  a  por¬ 
tion  of  its  assets  to  meet  its  statutory  duty  of  prompt 
payment. 

Retention  of  excessive  cash  balances  would  be  inconsistent 
with  the  interest  of  other  shareholders  of  the  portfolio  fund 
to  have  their  assets  as  fully  invested  as  is  reasonable. 

If  excessive  cash  balances  are  not  maintained,  the  portfolio 
fund  might  satisfy  its  obligations  to  redeem  either  by  sale  of 
portfolio  securities  to  provide  for  a  cash  redemption  or  by 
the  rather  unusual  procedure  of  redeeming  in  kind.  In  either 
case,  the  consequences  to  other  shareholders  of  the  portfolio 
fund  is  likely  to  be  damaging. 

If  the  portfolio  fund  sells  off  a  substantial  portion  of  its 
assets  to  provide  cash  for  the  redemption  this  not  only  might 
interfere  with  the  ordinary  management  of  the  fund,  but 
might  also  saddle  other  shareholders  with  the  burden  of  un¬ 
necessary  capital  gains.  Moreover,  the  compulsory  sale 
of  a  large  block  of  a  security  within  the  7-day  payment 
period  not  only  might  force  the  fund  to  take  a  price  lower 
than  it  would  receive  in  a  more  orderly  disposition  over  a 
longer  period,  but  might  also  depress  the  market  value  of 
the  balance  of  the  security  held  in  the  fund’s  portfolio. 

The  potential  loss  to  other  shareholders  would  appear  even 
more  extreme  when  the  market  for  the  security  is  thin.  In 
addition,  since  the  dollar  amount  which  the  “fund-of-funds” 
would  be  entitled  to  receive  on  tender  for  redemption  would 
generally  be  fixed  at  the  latest  at  the  close  of  business  on  the 
day  following  tender,  and  since  as  a  practical  matter  the 
liquidation  of  substantial  assets  to  provide  cash  will  not 
occur  before  the  close  of  business  on  such  following  day,  the 
brokerage  costs  on  subsequent  sales  of  portfolio  securities  to 
meet  the  redemption  would  largely  fall  on  the  other  share¬ 
holders. 

Should  the  portfolio  fund  elect  to  redeem  in  kind  by 
distributing  certain  securities,  this  might  obviate  the  sad¬ 
dling  of  other  shareholders  with  the  burden  of  capital  gains 
but  would  still  be  likely  to  result,  to  the  detriment  of  other 
shareholders,  in  depressing  the  market  value  of  the  balance 
of  the  securities  of  the  same  issuer  retained  in  the  portfolio 
fund’s  portfolio. 

Although  all  of  these  effects  on  the  underlying  portfolio  funds  and 
their  investors  are  serious  enough  in  themselves  to  require  action,  the 
problems  arising  from  the  threat  of  redemptions  reach  much  further 
and  may  well  affect  the  underlying  securities  of  the  portfolio  funds 
and  thus  the  securities  markets.  A  foreign  unregistered  fund  holding 
company,  owning  controlling  interests  in  several  registered  funds  each 
of  which  owns  interests  in  the  same  underlying  portfolio  security, 
may  in  the  aggregate  possess  a  controlling  interest  in  the  issuer  of  the 
security.  For  example,  a  fund  on  funds  in  control  of  10  registered 
funds  each  of  which  owns  five  percent  of  the  same  stock  could  control 
50  percent  of  that  issuer’s  outstanding  stock.  Accordingly,  the 
leverage  which  may  be  exerted  by  the  fund  holding  company  extends 
through  its  portfolio  companies  to  the  companies  whose  shares  they 
hold  and  affects  not  only  each  tier  of  the  pyramid  but  the  market  itself. 
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The  impact  of  the  control  threat  inherent  in  the  fund  holding  com¬ 
pany  situation  is  accentuated  because  the  holding  company  may  in 
certain  circumstances  have  no  control  over  the  pace  or  amount  of  its 
redemptions.  It  too  is  required  to  redeem  its  shares  upon  demand  and 
if,  for  reasons  of  lack  of  confidence  (whether  justified  or  not),  market 
judgment,  or  otherwise,  investors  in  the  holding  company  demand 
liquidation  of  their  interests,  it  might  be  compelled  in  turn  to  redeem 
its  own  portfolio  holdings  regardless  of  what  the  preferences  or  invest¬ 
ment  judgment  of  its  management  may  be.  The  redemption  danger 
is  thus  compounded  not  only  by  the  size  of  the  holdings  of  the  unreg¬ 
istered  fund  on  funds,  but  also  by  the  open-end  structure  of  the  hold¬ 
ing  company  itself.31 

The  situation  is  more  critical  where  the  stockholders  of  the  fund¬ 
holding  company  reside  outside  the  United  States  since  redemptions 
could  be  unduly  escalated  by  the  instability  of  certain  foreign  econ¬ 
omies,  political  upheaval,  currency  reform,  or  other  factors  which  are 
not  really  revelant  to  investment  in  domestic  mutual  funds.  Should 
such  redemptions  occur,  it  is  entirely  likely  that  they  would  involve 
several  foreign  based  fund  holding  companies  at  once.  A  number  of 
the  underlying  funds  in  the  portfolio  of  these  fund  holding  companies 
would  undoubtedly  be  the  same — and  many  of  the  underlying  securi¬ 
ties  held  by  such  portfolio  funds  would  also  be  duplicated  and  redupli¬ 
cated.  Thus,  any  effects  of  redemptions  which  may  occur  would  be 
multiplied  as  fund  holding  company  operations  grow  and  their 
structures  become  more  complex.  This,  of  course,  discounts  any 
deliberate  attempt  by  foreign  interests  or  particular  foreign  govern¬ 
ments  to  undermine  the  confidence  of  the  world  financial  community 
in,  or  the  stablity  of,  registered  investment  companies  or  the  United 
States  securities  markets. 

8.  Layering  of  costs  to  investors 

Inherent  in  the  fund  holding  company  structure  is  a  layering  of  costs 
including  advisory  fees,  administrative  expenses,  sales  loads,  and 
brokerage  fees,  all  of  which  serve  to  make  a  fund  on  funds  a  particu¬ 
larly  expensive  investment  vehicle. 

(a)  Advisory  fees 

All  fund  holding  companies,  whether  registered  or  not,  subject  their 
investors  to  two  layers  of  advisory  fees.  At  the  level  of  the  registered 
portfolio  funds,  as  noted  in  chapter  III  of  this  report  the  annual  ad- 
visor y  fees  charged  the  portfolio  funds  cluster  around  one-half  of  one 
percent  of  net  assets.  At  the  holding  company  level,  advisory  fees 
are  also  imposed.32 


31  ii limn' h  under  sec  22(e)(3)  the  Commission  can  under  certain  conditions  postpone  the  redemption 
rintninph  ^  Jinn would ' not  affect  the  causal  factors  involved.  While  easing  particular  management  prob¬ 
lems  croatS ^  large  redemptions,  it  would  not  reach  the  basic  problem  posed  by  the  ex.stenee  of  sub- 

equivalent  of  an  annual  fee  of  one-half  of  one  percent  of  average  net  assets. 


IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH  319 


Thus,  an  investor  who  commits  his  money  to  a  fund  on  funds  must 
not  only  bear  his  share  of  the  advisory  fees  paid  by  each  of  the  port¬ 
folio  funds,  he  must  also  bear  his  share  of  the  advisory  fee  paid  by  the 
holding  company  to  its  adviser. 

(b)  Two  layers  oj  administrative  expenses 

In  addition  to  two  advisory  fees,  investors  in  fund  holding  com¬ 
panies  are  also  subjected  to  a  layering  of  administrative  expenses  in¬ 
cluding  stock  transfer,  dividend  disbursements  and  custodial  fees  and 
the  cost  of  shareholder  communications.  Although  it  is  difficult  to 
assess  the  extent  to  which  such  expenses  will  affect  the  operating  costs 
of  registered  fund  holding  companies  not  yet  in  operation,  the  experi¬ 
ence  of  the  unregistered  FOF  suggests  that  they  will  not  be  lower  than 
those  of  the  portfolio  funds.  As  stated  in  the  current  FOF  prospectus, 
the  ratio  of  “aggregate  expenses  to  the  average  market  value  of  the 
Fund’s  net  assets  (expense  ratio)  was  .62  of  one  percent  for  the  year 
ended  December  31,  1965.”  This  expense  ratio,  based  upon  a  port¬ 
folio  which  grew  from  $111  million  at  the  start  of  1965  to  $317  million 
on  December  31,  1965,  is  about  on  par  with  industry  averages.33 

Accordingly,  to  the  extent  that  the  experience  of  FOF  is  indicative 
of  the  costs  of  operating  a  fund  holding  company,  registered  domestic 
holding  companies  may  be  expected  to  have  substantially  equivalent, 
if  not  higher,  expense  ratios.  And,  just  as  in  the  case  of  the  layered 
advisory  fee,  because  these  expenses  are  over  and  above  administra¬ 
tive  expenses  of  the  portfolio  funds,  an  investor  in  a  fund  on  funds 
incurs  more  expenses  than  he  would  incur  simply  by  investing  directly 
in  any  one,  some,  or  all  of  its  portfolio  funds. 

(c)  A  sales  load  on  a  sales  load. 

All  investors  in  load  funds — including  fund  holding  companies — 
must  pay  a  sales  charge  which,  depending  upon  the  size  of  the  invest¬ 
ment,  ranges  from  1  percent  to  8K  percent  of  the  public  offering  price.34 
Investors  in  a  holding  company  are  in  turn  subjected  to  a  second  layer 
of  sales  charges  on  their  purchases  of  shares  of  the  boldine  compam*  35 
The  investor  is  subjected  to  the  dual  sales  load  only  where  both  the 
fund  holding  company  and  its  portfolio  investment  companies  are 
open-end,  load  funds.36 

In  the  fund  holding  company  situation,  the  sales  loads  paid  by  the 
holding  company  in  acquiring  its  portfolio  are,  basically,  brokerage 
costs.  If  viewed  in  this  light,  the  problem  of  layered  sales  loads  does 
not,  of  course,  exist.  This  does  not,  however,  cure  the  problem  of 
duplicative  portfolio  acquisition  expenses,  for  the  total  of  such  ex- 


33  See  table  III-3  at  p.  98,  supra. 

34  Pooled  Funds,  Inc.,  for  example,  represents  that  the  sales  charges  it  anticipates  paying  on  portfolio 
purchases  may  be  as  much  as  6  percent.  FOF  represents  that  on  its  portfolio  purchases  it  generally  pays  a 
•sales  load  of  no  more  than  1  percent. 

33  Pooled  Funds,  Inc.,  is  however,  intended  to  operate  as  a  no-load  fund. 

In  the  case  of  the  unregistered  FOF,  investors  can  acquire  an  interest  in  FOF  only  by  participating  in  the 
IOS  investment  program.  Participations  in  the  program,  available  on  a  fully  paid  or  periodic  payment 
basis,  in  amounts  less  than  $10,000,  are  subject  to  an  8)2  percent  sales  load  which,  in  the  case  of  periodic 
purchases,  is  front-end  loaded.  The  sales  load  incurred  on  the  purchase  of  portfolio  funds,  represented  to 
be  generally  no  more  than  one  percent,  is  paid  by  FOF  on  all  acquisitions  of  mutual  fund  shares  for  its  port¬ 
folio,  including  stock  issued  by  its  wholly  owned  captive  companies.  IOS  acts  as  the  dealer  of  record  for 
FOF’s  purchases  of  mutual  fund  shares  and  receives  back  the  dealer’s  share  of  the  one  percent  sales  load 
incurred  by  FOF  in  such  transactions  (generally  eight-tenths  of  the  one  percent).  Thus,  each  $100  invest¬ 
ment  in  FOF  under  $10,000  is  subject  to  a  total  sales  load  of  $9.42  of  which  IOS  retains  $9.23.  (The  $9.42 
total  sales  load  represents  a  10.4  percent  sales  charge  on  the  amount  put  to  work  for  the  investor).  See  eh. 
V,  pp.  9-10.  If  registered  under  the  Act,  FOF  would  be  expressly  prohibited  by  sec.  27(a)  from  selling  its 
periodic  payment  plan  certificates  at  such  a  sales  load  and  such  a  load  might  also  be  deemed  grossly  exces¬ 
sive  or  unconscionable  under  secs.  22(b)  and  22(c)  of  the  Act. 

36  As  previously  noted,  the  nature  of  the  investment  company  holding  companies  found  and  examined  by 
the  Commission  in  the  Investment  Trust  Study  did  not  raise  this  problem. 
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penses  includes  not  only  the  sales  load  (i.e.,  brokerage)  paid  by  the 
bolding  company  but  also  the  cost  of  customary  and  normal  brokerage 
commissions  incurred  by  the  portfolio  funds  themselves  in  the  pur¬ 
chase  and  sale  of  their  portfolio  securities. 

Thus,  whether  the  label  is  brokerage  or  sales  load,  it  is  clear  that 
these  layered  costs  of  a  fund  holding  company  are  significantly  higher 
than  the  costs  of  an  ordinary  mutual  fund  company  which  is  itself 
substantially  higher  than  the  cost  of  direct  investment  in  securities. 

If..  The  utility  of  the  fund  holding  corny  any  as  an  investment  vehicle 

Whether  additional  costs  of  investing  in  mutual  funds  through  a 
fund  holding  company  can  be  justified  depends  essentially  upon 
whether  such  a  vehicle  offers  the  investor  any  special  benefits  not 
otherwise  available.  It  is  claimed  that  the  fund  holding  company 
provides  investors  with  necessary  diversification,  and  that  it  serves 
a  management  function  in  choosing  the  most  suitable  funds  and 
providing  the  facility  to  switch  investments  at  sales  charges  lower 
than  those  that  would  be  payable  by  the  individual  investor. 


(a)  Diversification  of  investment 

The  added  value  of  diversification  offered  by  a  fund  on  funds  is 
largely  illusory.  A  mutual  fund  itself  offers  diversification  in  spread¬ 
ing  its  investments  over  a  number  of  companies  in  different  industries. 
A  fund  management  will  generally  select  the  industries  which  it  be¬ 
lieves  will  perform  best  in  the  future  and  the  best  performing  com¬ 
panies  in  those  industries.  Some  funds  invest  in  30  or  40  companies, 
others  in  many  more.  Thus,  the  diversification  afforded  by  an  ordi¬ 
nary  mutual  fund  substantially  reduces  the  risk  of  putting  one’s 
money  in  the  one,  two,  or  five  stocks  which  an  individual  investor 
may  buy. 

What  does  a  fund  on  funds  add  to  this  diversification?  Theoreti¬ 
cally  the  risk  is  spread  further  since  all  the  investor’s  “eggs”  are  not 
in  the  one  “basket”— one  fund.  Practically,  however,  diversifica¬ 
tion  upon  diversification  does  not  result  in  greater  safety  in  propor¬ 
tion  to  the  number  of  layers  imposed  on  the  original  investment. 
Moreover,  to  the  extent  that  greater  diversification  may  be  sought 
by  spreading  a  single  investment  among  several  portfolio  funds,  the 
likelihood  increases  that  the  management  of  one  portfolio  fund  will 
be  buyino-  for  its  portfolio  the  same  securities  the  management  of 
another  will  be  selling,  thereby  subjecting  the  holding  company’s 
overall  assets  to  brokerage  fees  for  what  are,  in  effect,  wash  trans¬ 
actions  which  achieve  no  investment  purpose.  , 

A  fund  holding  company  vehicle  so  duplicates  and  reduplicates  me 
diversification  achieved  by  the  investment  in  a  single  fund  that  the 
expenses  incurred  defeat  the  investor’s  objective.  Presumably  a  fund 
holding  company  investing  in  other  fund  holding  companies  (a  fund 
on  funds  on  funds),  would  provide  even  greater  diversification,  but 
the  costs  would  obviously  be  out  of  proportion  to  whatever  benefits 
the  greater  diversification  may  achieve  The  comment  in  the  Invest¬ 
ment  Trust  Study  in  this  regard  is  still,  today,  very  much  in  point. 

To  ar<nie  that  diversification  of  investments  is  effected 
through  the  medium  of  the  subsidiary  is  merely  to  question 
the  necessity  for  the  holding  company. 3 


3?  Investment  Trust  Study,  pt.  3,  2730. 
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(6)  An  informed  choice 

It  is  also  argued  that  the  fund  holding  company  is  a  desirable  invest¬ 
ment  vehicle  because  the  proliferation  of  mutual  funds,  with  varying 
records  of  performance,  makes  it  difficult  for  the  investor  to  choose  the 
best  performing  funds.  While  this  proposition  would  perhaps  at  first 
appear  plausible,  closer  analysis  indicates  the  contrary. 

A  mutual  fund  investment  offers  professional  management  of  a 
diversified  portfolio.  Once  an  investor  elects  this  method  of  investing, 
he  must,  of  course,  make  an  investment  decision  in  which  he  selects  a 
professional  investment  manager  (i.e.,  a  specific  mutual  fund) .  It  is  the 
investor  alone  who  must  make  this  investment  decision.  If  it  is  true 
that  “professionals”  are  needed  to  choose  among  a  group  of  profes¬ 
sionally  managed  mutual  funds,  it  is  equally  true  that  professionals 
will  be  needed  to  in  turn  choose  the  professionals.  If  funds  on  funds 
are  permitted  to  proliferate,  how  would  an  investor  decide  among  the 
many  such  companies  seeking  his  investment  dollar?  Would  he  not 
need  a  fund  on  funds  on  funds  to  make  this  decision? 

Furthermore,  although  management  of  the  fund  holding  company 
is  charged  with  selecting  the  best  performing  funds  for  acquisition 
(only  a  limited  number  of  such  funds  can  qualify),  the  opportunities 
for  investment  must  shrink  in  proportion  to  the  growth  of  the  top 
fund.  Once  the  “best”  funds  are  selected,  only  “second  best”  remain. 
Particularly  is  this  so  in  the  case  of  a  fund  holding  company  subject  to 
the  three-percent  and  five-percent  limitations  of  section  12(d)(1)  of  the 
Act  which,  after  choosing  the  “right”  funds  for  investment,  is  sharply 
limited  in  the  amounts  it  may  invest  in  such  funds.  Thus,  the  concept 
of  a  fund  holding  company  intended  to  select  the  better  performing 
registered  mutual  funds  for  investment  appears  to  be  self-defeating. 
Assuming  the  management  of  the  fund  on  funds  to  be  capable  of  mak¬ 
ing  such  informed  investments,  continued  growth  will  require  the 
holding  company  to  find  new  outlets  for  its  investment  capital  or  to 
invest  in  lesser  performing  portfolio  funds.38 

Moreover,  to  the  extent  that  the  managers  of  a  fund  on  funds 
exercise  review  and  supervision  over  the  professional  mane  gem  ent  of 
their  portfolio  companies  by  redemption  and  new  investment,  they 
may  seriously  disrupt  the  op>  ations  of  the  registered  portfolio  funds. 
Finally,  it  is  not  at  all  clear  that  investors  in  a  fund  on  funds  profit 
from  any  more  “informed  choice”  than  is  offered  by  management  of 
an  ordinary  investment  company.  In  order  to  reach  a  sound  invest¬ 
ment  decision,  management  of  a  fund  on  funds  must  itself  make  much 
of  the  very  same  analysis  and  study  of  underlying  securities  necessary 
to  operate  any  mutual  fund  and  to  this  extent  could  operate  their 
fund  not  as  a  holding  company  but  rather  as  an  ordinary  mutual  fund. 
Duplication  of  fees  and  expenses  under  such  circumstances,  in  the 
absence  of  any  clear  benefits,  can  hardly  be  justified.39 

39  As  already  noted,  by  June  30,  I960  FOF  had  invested  in  four  wholly-owned  investment  companies  organ¬ 
ized  by  IOS  for  investment  by  FOF.  The  four  companies  had  combined  assets  of  reportedly  more  than 
$105.3  million  as  of  June  30,  1966.  Three  of  the  four  have  investment  advisers  which  are  wholly-owned 
subsidiaries  of  IOS.  The  fourth  company’s  adviser  is  a  50-percent  owned  IOS  subsidiary.  These  four 
companies  were  specifically  created  to  serve  as  investment  vehicles  for  FOF  in  lieu  of  making  their  portfolio 
management  functions  a  direct  part  of  the  overall  FOF  organization.  In  effect,  however,  they  are  only 
separate  compartments  of  their  parent  fund  holding  company.  This  structure  not  only  enables  the  FOF 
investment  structure  itself  to  remain  consistent  with  the  concept  of  a  fund  holding  company,  it  also  enables 
IOS  to  benefit  directly  from  the  layered  advisory  fees  and  sales  loads  charged  to  the  top  and  bottom  funds. 

39  Particularly  is  this  so  in  the  case  of  a  fund  holding  company  with  captive  companies  whose  portfolios 
could  easily  be  collapsed  into  the  portfolio  of  the  holding  company  itself. 
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(c)  Avoidance  oj  restrictive  investment  policies 

The  ease  by  which  a  fund  holding  company  can  circumvent  invest¬ 
ment  restrictions,  through  its  portfolio  funds  which  themselves  do  not 
have  such  restrictions,  is  clear.  As  the  Investment  Trust  Study 
stated: 

The  investment  in  the  securities  of  other  investment  com¬ 
panies  also  provides  a  means  by  which  managements  of 
investment  companies  with  restricted  investment  policies 
may  avoid  such  restrictions.40 

The  unregistered  FOF  demonstrates  the  facility  with  which  this 
can  be  accomplished.  Under  the  caption  “Investment  Restrictions,” 
the  current  FOF  prospectus  states  that  “the  Fund  may  not  borrow 
money,  purchase  any  securities  on  margin,  or  sell  securities  short.” 
Nevertheless,  certain  of  the  captive  funds  created  by  IOS,  whose  stock 
is  wholly  owned  by  FOF,  engage  in  such  activities  on  an  extensive 
basis. 

5.  Conclusions  and  recommendations 

While  the  concept  of  a  fund  holding  company  as  an  investment 
vehicle  is  not  new,  no  large-scale  activity  occurred  in  the  area  of  fund 
holding  companies  until  1962.  The  growing  operations  of  FOF  and 
other  similar  funds  have  focused  attention  on  the  fund  holding 
company  as  an  investment  vehicle  and  the  absence  in  section  12(d)(1) 
of  satisfactory  protections  against  fund  holding  companies,  both 
domestic  and  foreign. 

The  recent  growth  of  such  companies  has,  up  to  this  point  at  least, 
been  confined  to  foreign  situations.  Although  several  proposals  seek¬ 
ing  their  establishment  in  the  United  States  have  been  made,  only 
two  fund  holding  companies  have  registered  as  investment  companies 
under  the  Act.  Neither  of  these  companies  has  as  yet  sold  its  securities 
to  the  public.  Thus,  if  the  regulatory  gap  is  filled  now,  before  further 
harm  is  done,  there  will  be  no  significant  disruption  of  established 
business  relationships. 

It  is  clear  that  the  statute  fails  to  take  adequate  account  of  the 
interests  of  investors  in  the  domestic  fund  holding  company  situation. 
The  three  and  five  percent  limitations  of  section  12(d)(1)  permit  the 
operation  of  a  registered  fund  holding  company,  the  portfolio  of  which 
consists  entirely  of  the  stock  of  other  investment  companies,  so  long 
as  the  percentage  limitations  are  observed.  While  it  may  seem  de¬ 
sirable,  within  the  statutory  limitations,  not  to  deprive  investors  in 
a  registered  investment  company  of  an  investment  opportunity  simply 
because  it  involves  acquisition  by  their  company  of  an  interest  in 
another  investment  company,  the  organization  and  operation  of  a 
registered  fund  holding  company  whose  primary  purpose  is  the 
acquisition  of  shares  of  other  registered  investment  companies,  even 
within  the  percentage  limitations  presently  permitted  by  section 
12(d)(1),  raises  issues  of  substantial  concern.  1  lie  compounded  sales 
load,  advisory  fees  and  other  duplicated  costs  inherent  in  the  struc¬ 
ture  of  such  a  fund  holding  company  cannot  be  justified,  hurt  her, 
it  is  doubtful  whether  a  fund  holding  company  serves  any  really 
useful  function  for  the  investor. 


to  Investment  Trust  Study,  pt.  3,  2726. 
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With  respect  to  foreign  based,  unregistered  fund  holding  companies, 
where,  if  anything,  the  problems  are  sharper  and  the  potential  dangers 
far  greater,  the  Act  does  not  provide  even  minimal  protections.  For¬ 
eign  entities,  not  registered  under  the  Act,  are  now  free  to  acquire  con¬ 
trolling  interests  in  registered  investment  companies  and,  in  the  case 
of  FOF,  this  has  already  occurred  in  several  instances.  The  control 
of  large  blocks  of  stock  of  portfolio  funds  by  unregistered  foreign  fund 
holding  companies  and  the  absence  of  restrictions  against  influencing 
the  policies  and  operations  of  portfolio  funds  or  intensifying  reciprocal 
business  pressures  on  such  funds  by  these  fund  holding  companies, 
present  a  situation  of  vital  concern  and  potential  danger  to  American 
investors  and  our  securities  markets. 

A  further  aspect  of  this  concern  is  the  fact  that  anonymity  is  basic 
to  the  successful  operation  of  such  foreign  companies.  The  foreign 
based  fund  on  fund  is  another  device  available  to  those  investors  who 
seek  to  hide  their  identities.41  In  addition,  the  anonymity  available 
to  a  fund  on  fund  operation  which  can  easily  be  structured  through 
entities  organized  or  resident  in  jurisdictions  with  conveniently  strict 
secrecy  laws,  may  mask  the  control  of  registered  investment  com¬ 
panies.  At  present,  not  only  may  large  blocks  of  fund  shares  be  con¬ 
trolled  by  foreign,  unregistered  fund  holding  companies,  the  control 
of  such  holding  companies  themselves  may  be  easily  concealed.42 

The  FOF  experience  indicates  that  foreign  based  funds  on  funds  will 
continue  to  exist  and  grow.  Such  funds  will,  through  affiliated  entities 
(which  may  be  foreign  or  domestic  broker-dealers)  continue  to  pur¬ 
chase  (and  redeem),  on  a  regular  and  continuous  basis,  substantial 
blocks  of  shares  of  registered  mutual  funds.  In  view  of  the  excessive 
costs  to  investors  resulting  from  the  layering  of  advisory  fees,  sales 
loads  and  other  charges;  the  lack  of  utility  and  useful  investment  pur¬ 
pose  of  the  fund  holding  company  as  an  investment  vehicle;  and  the 
very  serious  problems  of  control  and  influence  over  registered  invest¬ 
ment  companies,  their  portfolio  companies  and  the  securities  markets, 
which  the  redemption  power  in  such  companies  creates,  appropriate 
statutory  protection  must  be  provided. 

The  Commission  therefore  recommends  that  section  12(d)(1)  of  the 
Act  be  amended  so  as  to  prevent  the  creation  and  operation  of  fund 
holding  companies.43 


41  The  current  FOF  prospectus  assures  investors,  in  italicized  type,  “[T]he  names  and  addresses  of  all 
investors  are  held  in  strictest  confidence  at  all  times." 

42  As  a  consequence,  for  example,  the  problems  involved  in  directed  reciprocity  and  influence  are  aggra¬ 
vated  where  such  factors  have  a  foreign  origin  which  makes  discovery  and  tracing  very  difficult,  if  not 
impossible.  Thus,  where  reciprocity  is  directed  to  a  person  or  entity  in  a  foreign  country  with  strict  secrecy 
laws  it  would  be  difficult  to  ascertain  the  reasons  and  nature  of  such  reciprocity  without  the  cooperation 
of  the  foreign  entity.  Regulation  can  be  further  obstructed  by  the  use  of  not  one,  but  multiple,  foreign 
jurisdictions  with  strict  “secrecy”  laws. 

43  One  unique  type  of  foreign  based  unregistered  fund  holding  company  presents  none  of  the  problems 
discussed  above  and  should  not  necessarily  be  prohibited.  The  sponsors  of  several  registered  mutual  funds 
have  organized  foreign  unregistered  unit  trusts  for  the  accumulation  of  shares  of  such  funds  in  order  to  pro¬ 
vide  foreign  investors  with  a  vehicle  for  the  purchase  of  such  funds  without  any  U.S.  estate  tax  problem. 
See  Internal  Revenue  Code  of  1954,  sec.  2104(a). 

For  example,  the  Dreyfus  Corp.  has  organized  Dreyfus  Fund  International,  Ltd.  A  wholly-owned 
subsidiary  of  The  Dreyfus  Corp.,  The  Dreyfus  Corp.  of  Canada,  Ltd.,  sponsores  Dryfus  International  In¬ 
vestment  Programs  for  the  accumulation  of  shares  of  Dreyfus  Fund  International,  Ltd.  Dreyfus  Fund 
International  is  a  Bahamian  corporation,  all  the  assets  of  which  are  invested  in  shares  of  Dreyfus  Fund. 
Dreyfus  International  investment  programs  are  offered  only  to  nonresidents  of  the  United  States  who  are 
not  United  States  citizens.  From  an  investment  standpoint  such  persons  have  essentially  the  same  invest¬ 
ment  and  pay  essentially  the  same  charges  as  they  would  pay  if  they  were  buying,  directly,  Dreyfus  invest¬ 
ment  programs  for  the  accumulation  of  shares  of  Dreyfus  Fund.  However,  because  their  interest  is  in 
Dreyfus  Fund  International,  a  non-United  States  corporation,  it  is  not  subject  to  United  States  estate 
tax.  Although  the  structure  of  such  foreign  unit  trusts  is  nothing  more  than  a  fund  on  a  fund,  they  present 
no  threat  of  control  because  both  are  organized,  operated  by,  and  under  the  control  of,  the  same  manage¬ 
ment.  Accordingly,  to  the  extent  that  such  trusts  do  not  involve  a  significant  layering  of  costs  and  do  serve 
to  attract  foreign  investment  in  the  underlying  funds,  the  reasons  which  require  prohibition  of  fund  holding 
companies  generally  are  not  applicable  here. 


324  IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 


The  recommended  statutory  prohibition  should  be  applicable 
regardless  of  whether  the  fund  holding  company  acquires  stock  of  an 
open-end  or  of  a  closed-end  company.  Although  the  acquisition  of  the 
stock  of  closed-end  companies  does  not  pose  the  same  problem  of 
control  through  the  right  of  redemption,  the  power  to  vote  a  significant 
block  of  stock  of  a  closed-end  company  may  represent  potential  for 
exercise  of  control.  Furthermore,  a  fund  whose  portfolio  consists  of 
closed-end  registered  funds  involves  many  of  the  same  duplicative 
costs  to  investors  with  little  useful  value  provided  in  return.44 

By  precluding  the  operation  of  both  domestic  registered  and 
foreign  based  unregistered  investment  company  holding  companies, 
whose  portfolios  consist  of  shares  of  registered  investment  companies, 
the  recommended  amendment  would  protect  investors  from  an  invest¬ 
ment  vehicle  which  offers  no  benefits  that  justify  its  duplication  of  fees 
and  charges.  The  recommendation  would  also  protect  registered 
investment  companies  and  their  investors,  and  the  securities  markets 
themselves,  from  the  control  and  problems  inherent  in  fund  holding 
companies. 

44  It  is  argued  that  an  open-end  fund  holding  company  designed  to  invest  only  in  closed-end  investment 
companies  would  serve  a  useful  investment  function  in  that  such  a  holding  company  would  provide  investors 
with  a  vehicle  for  acquisition  of  interests  in  closed  end  companies  whose  shares  sell  at  significant  discounts 
from  net  asset  value.  Howecer,  the  opportunity  to  buy  at  a  discount  is  balanced  by  the  fact  that  sales  by 
such  a  holding  company  of  its  stock  in  the  closed-end  companies  might  also  very  well  have  to  be  made  at 
the  same,  or  even  a  greater,  discount. 


CHAPTER  IX 


ADMINISTRATION  AND  ENFORCEMENT  OF  THE 
INVESTMENT  COMPANY  ACT 

A.  INTRODUCTION 

The  preceding  chapters  of  this  report  have  been  concerned  pri¬ 
marily  with  the  broad  public  policy  implications  of  the  substantial 
growth  of  the  investment  company  industry  since  1940,  including 
those  relating  to  managerial  compensation,  sales  loads,  and  the  allo¬ 
cation  of  mutual  fund  brokerage  commissions.  Proposed  legislative 
amendments  and  administrative  action  to  deal  with  these  major 
problems  also  were  discussed. 

This  chapter  is  concerned  with  recurring  problems  that  arise  in  the 
day-to-day  administration  and  enforcement  of  the  Act.  Most  of  these 
problems  can  be  corrected  by  amendments  to  the  Act  which  are  essen¬ 
tially  technical  in  nature  or  limited  in  scope.  Others,  particularly 
those  problems  arising  in  connection  with  the  enforcement  of  the  Act, 
will  generally  require  more  substantive  amendments  as  well  as  amend¬ 
ments  to  the  Investment  Advisers  Act.  However,  all  of  the  proposed 
legislative  amendments  are  designed  to  implement  the  policies  under¬ 
lying  the  Congressional  intent  as  set  forth  in  section  1(b)  of  the  Act.1 

The  day-to-day  administration  of  the  Act  involves  the  regulation 
of  a  large  and  growing  number  of  registered  investment  companies.2 
On  an  annual  basis,  this  includes  processing  new  registration  state¬ 
ments  under  the  Investment  Company  Act;  registration  statements 
and  post-effective  amendments  under  the  Securities  Act;  filings  of 
proxy  soliciting  material;  periodic  reports  to  the  Commission  and 
shareholders;  and  sales  literature  filed  by  investment  companies.3 
In  addition,  during  the  fiscal  year  ended  June  30,  1966,  some  213 
applications  w'ere  filed  requesting  various  forms  of  exemptive  relief 
under  the  Act,  and  152  investment  company  inspections  were  com¬ 
pleted  pursuant  to  a  regular  inspection  program.  The  Commission 
also  initiated  or  continued  72  private  investigations  of  investment 
companies  and  12  civil  and  criminal  court  actions  to  enforce  provisions 
of  the  Act. 


1  Among  other  things,  sec.  1(b)  of  the  Act  declares  that  the  interest  of  investors  is  adversely  affected  when 
investment  companies  are  organized  and  managed  in  the  interest  of  insiders;  when  investment  companies 
issue  securities  containing  inequitable  or  discriminatory  provisions;  when  control  of  investment  companies 
is  unduly  concentrated  through  inequitable  methods  of  control;  and  when  investment  companies  are  re¬ 
organized  or  control  transferred  without  the  consent  of  the  security  holders. 

2  There  were  667  active  companies  registered  under  the  Act  as  of  June  30, 1966. 

2  For  the  year  ended  J une  30, 1966,  the  following  number  of  filings  of  investment  companies  were  processed : 


1.  Registration  under  the  Investment  Company  Act . - . - .  58 

2.  Registration  statements  and  post-effective  amendments  under  the  Securities  Act... .  983 

3.  Proxy  soliciting  material . . . . . . . . .  408 

4.  Annual,  quarterly  and  other  periodic  reports  to  shareholders _ _ _ _ 2, 029 

5.  Pieces  of  sales  literature . . . . . . . 2,169 


The  NASD  cooperates  closely  with  the  Commission  staff  in  the  review  of  sales  literature  and  has  aided 
the  Commission  greatly  in  its  efforts  to  insure  that  such  literature  is  not  misleading. 
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Since  its  enactment,  the  Act  has  never  been  the  subject  of  compre¬ 
hensive  amendments  reflecting  the  Commission’s  experience  in  its 
administration  of  the  Act  and  the  significant  changes  in  the  industry 
since  1940.4  The  Act  was  the  result  of  a  compromise  reached  by  the 
Commission  and  industry  representatives,  at  a  time  of  great  pressures 
generated  by  the  outbreak  of  the  war  in  Europe.5  Just  as  the  expan¬ 
sion  of  the  investment  company  industry  has  magnified  the  problems 
connected  with  advisory  fees,  sales  compensation  and  brokerage  com¬ 
missions,  so  industry  growth  has  accentuated  administrative  and 
enforcement  problems  arising  under  the  Act.  Accordingly,  it  is 
desirable  at  this  time  to  complement  the  Commission’s  other  legisla¬ 
tive  recommendations  with  a  systematic  program  of  amendments 
to  the  Act.  Such  a  program  will  close  unintended  gaps  and  correct 
anomalies  which  frustrate  the  underlying  policies  of  the  Act.  It 
can  also  ease  the  regulatory  burden  on  those  who  administer  the 
Act  and  those  who  must  comply  with  it,  by  the  elimination,  to  the 
extent  possible,  of  recurring  problems  arising  out  of  ambiguities  in 
the  Act. 

For  discussion  purposes,  this  chapter  groups  the  matters  for  which 
legislation  is  recommended  into  five  categories:  (1)  Coverage,  which 
is  concerned  generally  with  the  status  of  companies  under  the  Act; 
(2)  Management-shareholder  relationships;  (3)  Administrative  and 
other  proceedings;  (4)  Formal  amendments,  which  are  concerned  gen¬ 
erally  with  updating  the  Act’s  provisions  and  eliminating  patent 
ambiguities  or  superfluous  provisions  of  the  Act;  and  (5)  Investment 
Advisers  Act. 

B.  COVERAGE 


1 .  Statutory  scheme 

As  indicated  in  chapter  II  of  this  report,6  the  Act  defines  an  invest¬ 
ment  company  broadly  and  then  exempts  or  excludes  various  specific 
types  of  companies  that  fall  within  the  general  definition  in  the  Act. 
If  a  company  falls  within  the  general  definition  and  is  not  specifically 
exempted  or  excluded,  it  may  not  as  a  practical  matter  engage  in  any 
business  without  registering  with  the  Commission  as  an  investment 
company  subject  to  regulation  under  the  Act.7 

Section  3(a)(1)  includes  as  an  investment  company  any  issuer  ot 
securities  which  is  or  holds  itself  out  as  being  engaged  primarily  or 
which  proposes  to  engage  primarily  in  investing,  reinvesting,  oi  trading 
in  securities.  Section  3(a)(2)  covers  any  issuer  which  is  engaged  or 
proposes  to  engage  in  the  business  of  issuing  face-amount  certificates 
of  the  installment  type  or  has  been  in  such  business  and  has  any  such 
certificate  outstanding.  Finally,  section  3(a)(3)  defines  as  an  invest¬ 
ment  company  any  issuer  which  owns  or  proposes  to  acquire  invest¬ 
ment  securities  valued  at  more  than  40  percent  of  its  total  assets  ot 


Act  of  1958  ancle n  see.  /  .  .  .  »  .-mriitinn  hills  pmbodvins  a  limited  program  for  the  tecniiiciil 

—  s“  "• 

Rept.  No.  2178.  86th  Cong.,  2d  sess.  G960).  .  ,  vear  cncjed  June  30,  1941,  at  page  2, 

5  The  Commission’s  Seventh  Annual  Reportno  Congress  for tlieliscai^rearcmaea^^^^^^^  ^  ^  repQrt 

^ontoVtotXt,1^^  experience  will  presumably  indicate  a  need  for  minor  amendments  and  may 
or  may  not  indicate  a  need  for  ^"^fcompanies  at  the  congressional  hearings  on  the  bill  hascom- 

Counsel  fer  a  group  of  closed^nd  investment  c  panics  ai  *  some  imperfections  and  that 

mented,  “It  is  true  that  the  '  would  undoubtedly  have  been  elmu- 

nated^0^Jaretzki^iT’fte')/ne«<w<™l^^®™P®”l,  ™  of  WO,  26  Washington  University  Law  Quarterly  303, 
at  346  (19411. 

7  g^'set  75of  X  Act,  which  lists  activities  which  are  prohibited  to  an  unregistered  investment  company. 
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a  specified  nature  whether  or  not  it  holds  itself  out  as  an  investment 
company.8 

Section  3(b)(1)  provides  an  exclusion  for  a  company  which  does  not 
hold  itself  out  to  be  and,  in  fact,  is  not  in  the  investment  company 
business  because  it  is  primarily  engaged  directly  or  through  wholly- 
owned  subsidiaries  “in  a  business  or  businesses  other  than  that  of 
investing,  reinvesting,  owning,  holding,  or  trading  in  securities.” 
This  exclusion  is  self-operating,  and  an  issuer  which  meets  the  condi¬ 
tions  enumerated  may  rely  on  the  exclusion  without  the  need  to  seek 
a  determination  by  the  Commission.  On  the  other  hand,  the  exclu¬ 
sion  in  section  3(b)(2),  for  a  company  engaged  in  a  business  or  busi¬ 
nesses  other  than  that  of  an  investment  company  through  majority- 
owned  subsidiaries  or  through  controlled  companies,  is  available  only 
if  the  Commission  grants  an  order  of  exception.9 

Section  3(c)  enumerates  a  number  of  businesses  and  companies  which 
are  excluded  from  the  definition  of  an  investment  company.10  Al¬ 
though  these  companies  hold  securities,  their  investment  activities 
generally  are  either  peripheral  or  closely  related  to  then*  primary  non- 
investment-company  businesses  or  activities. 

Finally,  companies  which  do  not  fall  under  the  purview  of  any  of 
these  exclusions  may  apply  under  section  6  of  the  statute  for  an  order 
of  the  Commission  granting  an  exemption  in  whole  or  in  part  from  the 
registration  or  other  provisions  of  the  statute.* 11 

2.  Determination  oj  status 

(a)  Requirement  oj  good  faith  (section  3 (b)  (2)) 

The  question  of  a  company’s  status  is  frequently  presented  to  the 
Commission  in  the  form  of  an  application  pursuant  to  section  3(b)(2) 
requesting  that  the  Commission  find  and  by  order  declare  that  the 
applicant  is  not  an  investment  company.  The  application,  in  effect, 
requests  that  the  Commission  find  that  the  applicant  is  primarily 
engaged  in  a  business  other  than  that  of  an  investment  company, 
directly  or  through  majority-owned  subsidiaries  or  controlled  com¬ 
panies  conducting  similar  types  of  businesses.  Section  3(b)(2) 
provides  that  the  filing  of  such  application  by  an  issuer  other  than  a 
registered  company  shall  exempt  the  applicant  for  a  period  of  60  days 
from  all  provisions  of  the  Act  applicable  to  investment  companies.12 

In  the  usual  case  a  company  fifing  an  application  under  section 
3(b)(2)  is  or  has  been  engaged  in  an  industrial  enterprise  but  has 
acquired  investment  securities  exceeding  40  percent  of  its  assets.  For 
example,  it  may  have  sold  the  assets  of  unprofitable  operating  divi¬ 
sions  and  invested  the  proceeds  in  securities  pending  possible  reinvest¬ 
ment  in  another  operating  business.  At  that  point  it  comes  within 
the  definition  of  an  investment  company  under  the  Act  and  it  may 
not,  for  all  practical  purposes,  engage  in  any  business  or  corporate 
activity  without  registering  under  the  Act.13  However,  if  the  com¬ 
pany  files  a  section  3(b)(2)  application  seeking  an  exclusion  from 
regulation  under  the  Act  it  may  continue  in  business  during  the 
grace  period. 


« In  addition,  sec.  3(b)  (3)  excepts  any  issuer  all  the  outstanding  securities  of  which  (other  than  short¬ 
term  paper  and  directors’  qualifying  shares)  are  directly  or  indirectly  owned  by  a  company  excepted  under 
sec.  3(b)(1)  or  sec.  3(b)(2). 

10  See  discussion  of  sec.  3(c),  pp.  34-35,  supra. 

11  p  27  supra 

>2  The  Commission  is  authorized  to  extend  this  60-day  period  for  cause  shown.  Sec.  3(b)  12). 
is  Sec.  7. 
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However,  the  60-day  grace  period  is  susceptible  to  abuse  if  an 
applicant  which  clearly  does  not  come  within  the  provisions  of  section 
3(b)(2)  uses  the  period  to  engage  in  activities  which  would  be  pro¬ 
hibited  to  a  registered  investment  company.  While  the  Commission 
is  of  the  view  that  the  requirement  of  “good  faith”  is  implicit  in  the 
statute  itself,  argument  on  the  question  would  be  obviated  if  the 
Act  were  clear  in  tins  respect.  Accordingly,  it  recommends  that 
section  3(b)(2)  be  amended  to  require  expressly  that  applications 
under  the  section  must  be  filed  “in  good  faith.”  Such  an  amendment 
is  similar  to  provisions  of  the  Public  Utility  Holding  Company  Act 
of  1935  which  expressly  require  that  applications  to  secure  various 
exemptions  under  that  Act  must  be  filed  “in  good  faith.”  14 
( b )  Section  3(c)  exclusions  15 

The  Commission  is  frequently  called  upon  to  make  both  formal  and 
informal  determinations  with  respect  to  claimed  exclusions  under 
section  3(c)  of  the  Act.  Experience  with  such  matters  has  revealed 
shortcomings  in  certain  of  the  exclusions  which  present  difficulties  of 
administration  or  may  result  in  the  unwarranted  exclusion  of  com¬ 
panies  from  regulation  under  the  Act. 

(i)  Factoring ,  discounting ,  and  real  estate  businesses  (sec.  3(c)(6)). — 
Section  3(c)(6)  provides  an  exclusion  from  the  definition  of  an  invest¬ 
ment  company  for  companies  primarily  engaged  in  the  factoring, 
discounting,  or  real  estate  businesses.  Although  these  companies  are 
engaged  in  acquiring  notes  representing  the  sales  price  of  merchandise, 
making  loans  to  manufacturers,  wholesalers,  retailers  and  purchasers 
of  merchandise  or  insurance,  and  acquiring  mortgages  and  other  inter¬ 
ests  in  real  estate — thus  acquiring  investment  securities,  such  activities 
are  generally  understood  not  to  be  within  the  concept  of  a  conventional 
investment  company  which  invests  in  stocks  and  bonds  of  corporate 
issuers. 

However,  companies  engaged  in  these  businesses  are  denied  the 
exclusion  if  they  also  engage  in  issuing  face-amount  certificates  of 
the  installment  type  or  periodic  payment  plan  certificates.  This 
latter  limitation  reflects  the  widespread  abuse  found  prior  to  1940  in 
the  sale  of  interests  in  these  types  of  securities  on  an  installment  basis, 
usually  to  relatively  unsophisticated  investors  of  modest  means. 
Some  of  these  securities  were  issued  by  companies  in  the  factoring, 
discounting,  and  real  estate  businesses.16 

In  recent  years  some  companies  which  purport  to  be  primarily 
engaged  in  the  factoring,  discounting,  and  real  estate  businesses  have 
actively  sought  to  appeal  to  this  group  of  unsophisticated  investors 
by  issuing  redeemable  securities  which  evidences  interest  in  a  portfolio 
of  notes,  commercial  paper,  or  real  estate  mortgages.1'  Although 


14  see  secs.  2(a)(3),  2(a)(4),  2(a)(7),  2(a)(8)  and  3(c)  of  the  Public  Utility  Holding  Company  Act  of  1935. 

!?  nn'v^t'qchpXer  Chief  Counsel  of  the  Commission’s  Investment  Trust  Study,  testified  during  the 
Senate  hSrfngs  wnh’respect  to  the  sec.  3(c)(6)  exclusion  for  factoring,  discounting  and  real  estate  companies 

th/H:  .  .  Qr„  (rvin„  t0  work  out  language  which  will  exempt  that  type  of  company  if  the  oommittee 

share  of  the  issuer’s  current  net  assets,  or  the  cash  equivalent  thereof. 
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these  companies  have  portfolios  of  commercial  paper  or  real  estate 
mortgages  rather  than  corporate  securities,  their  structure  is  similar  to 
that  of  mutual  funds.  Indeed,  the  issuance  of  redeemable  securities 
usually  is  calculated  to  capitalize  on  the  popularity  of  mutual  funds. 

The  Commission  on  occasion  has  determined  that  a  company  claim¬ 
ing  the  section  3(c)(6)  exclusion  was  in  fact  primarily  in  the  business 
of  holding  investment  securities,  and  therefore  it  could  not  be  con¬ 
sidered  as  engaged  in  the  factoring,  discounting  or  real  estate  busi¬ 
nesses  for  purposes  of  this  exclusion.1*  However,  the  “business”  test 
upon  which  such  determination  hinges  is  necessarily  an  uncertain 
and  difficult  test  to  apply  in  some  situations.  In  the  Commission’s 
view  there  is  no  justification  for  exempting  from  regulation  under  the 
Act  a  company  that  issues  redeemable  securities  evidencing  interests 
in  a  portfolio  of  notes,  commercial  paper,  or  mortgages  and  other 
liens  on  and  interests  in  real  estate.  Section  3(c)(6)  could  be  more 
effectively  administered  if  the  Act  were  amended  to  provide  specifi¬ 
cally  that,  in  addition  to  existing  restrictions,  the  exclusion  is  not 
available  to  any  enumerated  company  issuing  a  security  redeemable 
at  the  election  of  the  holder.  As  at  present,  companies  which  do  not 
issue  redeemable  securities,  face  amount  certificates  of  the  installment 
type  or  periodic  payment  plan  certificates  but  nevertheless  are  pri¬ 
marily  engaged  in  the  business  of  investing,  reinvesting  or  trading  in 
securities  rather  than  primarily  in  the  factoring,  discounting  or  real 
estate  businesses  would  still  be  subject  to  regulation  under  the  Act. 

(ii)  Companies  holding  oil,  gas,  or  mineral  royalties  or  leases  ( s'ec . 
8(c) (11)). — A  similar  situation  exists  with  respect  to  section  3(c) (11) 
of  the  Act,  which  excludes  from  the  definition  of  an  investment  com¬ 
pany  any  company  substantially  all  of  whose  business  is  holding  oil, 
gas,  or  other  mineral  royalties  or  leases.  These  companies,  like  those 
enumerated  in  section  3(c)(6),  are  structured  like  conventional  mutual 
funds  when  they  issue  redeemable  securities.  Further,  they  some¬ 
times  issue  periodic  payment  plan  certificates  or  face-amount  certifi¬ 
cates  of  the  installment  type.  For  reasons  similar  to  those  referred 
to  in  the  discussion  of  section  3(c)(6),  these  companies  and  their 
shareholders  should  have  the  protections  afforded  by  the  statute. 
Accordingly,  the  Commission  recommends  that  section  3(c)  (11)  be 
amended  so  as  to  remove  the  exclusion  for  companies  described  in  that 
section  which  issue  redeemable  securities,  face-amount  certificates  of 
the  installment  type,  or  periodic  payment  plan  certificates. 

(iii)  Companies  with  90  percent  of  their  investment  securities  in 
certain  enumerated  issuers  (sec.  3(c)(8)). — Although  most  investment 
companies  invest  in  the  securities  of  many  issuers,  a  company  that 
limits  its  investment  to  the  securities  of  a  single  issuer  is  deemed  an 
investment  company  under  the  Act  unless  it  controls  the  business  of 
the  issuer.  However,  section  3(c)(8)  excludes  from  the  coverage  of 
the  Act  a  company  90  percent  of  the  value  of  whose  investment 
securities  are  represented  by  securities  of  a  single  insurance  company, 
bank,  or  other  enumerated  financial  institution.19  The  exclusion  is 
available  even  though  the  company  holds  the  securities  solely  for 
investment  purposes  and  does  not  manage  or  control  the  company 
whose  securities  it  holds.20  In  such  cases,  the  essential  purpose  of  the 

>8  Thus,  the  Commission  determined  that  registration  under  the  Act  was  required  for  a  “segregated 
account”  maintained  by  a  bank  into  which  the  bank  transferred  automobile  paper  acquired  in  the  course 
of  its  routine  banking  activities.  The  bank  offered  to  the  public  participations  in  this  account  which  would 
earn  interest  at  the  rate  of  41$  percent  per  annum  and  which  were  fully  redeemable. 

>»  These  are  enumerated  in  secs.  3(c)(3),  (5),  (6)  and  (7).  , 

2°  The  legislative  history  of  sec.  3(c)(8)  does  not  indicate  the  reason  for  excluding  companies  of  the  type 
described  therein  from  the  Act. 
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company  is  investing  in  securities,  and  not  controlling  or  managing 
a  business  other  than  that  of  an  investment  company. 

In  the  Commission’s  view  there  is  no  basis  for  the  exclusion  provided 
in  section  3(c)(8),  and  the  Commission  recommends  that  it  be  deleted 
from  the  Act. 

(iv)  Companies  registered  under  the  Public  Utility  Holding  Company 
Act  {sec.  3(c) {10)). — Section  3(c) (10)  excludes  from  the  coverage  of 
the  Act  any  company  “with  a  registration  in  effect  as  a  holding 
company  under  the  Public  Utility  "Holding  Company  Act  of  1935.” 
Section  5(d)  of  the  Public  Utility  Holding  Company  Act  provides 
that  a  registered  holding  company  may  obtain  a  Commission  order 
declaring  that  it  has  ceased  to  be  a  holding  company,  and  that  upon 
the  issuance  of  such  an  order  the  “registration  of  such  company” 
ceases  to  be  in  effect. 

However,  a  registered  holding  company  may  obtain  an  order  under 
section  3(a)  of  the  Holding  Company  Act  exempting  it  as  a  holding- 
company  from  all  the  provisions  of  that  Act.  On  several  instances 
after  such  orders  of  exemption  have  been  issued,  it  has  been  argued 
that  the  company  although  exempt  as  a  holding  company  is  still 
“registered”  under  the  Holding  Company  Act  on  the  theory  that 
deregistration  can  occur  only  by  the  issuance  of  a  section  5(d)  order.21 
It  follows,  it  is  argued,  that  the  company  is  therefore  excluded  from 
the  coverage  of  the  Investment  Company  Act.  While  the  Commis¬ 
sion  has  never  acceded  to  this  argument,  it  is  desirable  to  make  it 
express  and  clear  that  a  company  is  not  excluded  from  the  coverage  of 
the  Investment  Company  Act  if  it  is  in  effect  not  subject  to  regulation 
under  the  Holding  Company  Act.  Therefore,  the  Commission 
recommends  that  section  3(c) (10)  be  amended  to  make  the  exclusion 
available  only  to  companies  “subject  to  regulation  under  the  Public 
Utility  Holding  Company  Act  of  1935.”  This  language  is  similar  to 
that  in  section  3(c)(9)  of  the  Investment  Company  Act  which  excludes 
from  the  scope  of  that  Act  “any  company  subject  to  regulation  under 
the  Interstate  Commerce  Act  *  *  22 

(c)  Series  companies 

(i)  Definition. — As  indicated  earlier  in  this  report,  a  number  of  open- 
end  investment  companies  registered  under  the  Act  issue  shares  in 
separate  series.23  Each  such  series  has  a  separate  portfolio  which  is 
managed  by  the  same  adviser  in  accordance  with  a  separate  investment 
policy  and  the  interest  of  a  shareholder  in  the  company  is  limited  to  the 
assets  of  the  series  in  which  he  holds  shares.  These  so-called  series 
companies  were  in  existence  at  the  time  the  Act  was  passed  and  their 
existence  was  contemplated  by  the  provisions  of  section  18(f)(2).24 
Hence,  the  Commission  has  not  required  registration  of  each  series  as 
a  separate  investment  company  under  the  Act. 

The  individual  series  of  a  registered  investment  company  are,  for 


21  An  order  under  sec  5(d)  may  be  issued  only  if  the  company  "has  ceased  to  be  a  holding  company.” 
An  order Under ^c.1(a)  may  be  issued,  despite  the  fact  that  the  company  is  a  holding  company,  .f  It 

SAt^CfS  Hooi'e^yU 'Ji//cir,'124V,K,0SiVpbn  Y. ,  1965),  where  the  court  stated  that  the  mere  possession 

"J Ck„  P' °l  "h/,;  of  an  Interstate  Commerce  Commission  “certificate  of  convenience”  did  not  subject  the 
holder  “to  regulation  under  the  Interstate  Commerce  Act”  within  the  meaning  of  sec.  3(c)(9)  of  the  Invest¬ 
ment  Coinnany  Act. 

specifically  allocated  to  that  .  .  .  series. 
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all  practical  purposes,  separate  investment  companies.25  Each  series 
represents  a  different,  group  of  stockholders  with  an  interest  in  a 
segregated  portfolio  of  securities  having  investment  policies  which  are 
distinct  from  the  policies  of  other  series  of  the  registered  investment 
company.  Shareholders  of  one  series  should  not  be  lumped  together 
with  the  shareholders  of  other  series  whose  interests  may  be  incon¬ 
sistent  with  theirs.  For  example,  under  section  13(a)  any  change  in 
the  investment  policy  of  a  single  series  must  be  submitted,  in  some 
of  these  companies,  to  the  shareholders  of  the  entire  series  company 
and  approved  by  a  majority  of  all  of  the  outstanding  shares  of  the 
series  company,  including  shareholders  of  other  series  with  no  interest 
in  the  affairs  of  the  particular  series. 

As  discussed  in  chapter  II,  a  bank  and  several  insurance  companies 
have  recently  set  up  “separate  accounts”  wTich  are  registered  as 
investment  companies  under  the  Act.26  The  interests  of  participants 
in  one  of  several  accounts  created  by  a  single  bank  or  insurance 
company  may  be  inconsistent  with  interests  of  participants  in  other 
accounts.  Thus,  the  amendment  would  make  it  clear  that  such 
separate  accounts  must  each  be  registered  separately  under  the  Act. 

The  Commission  does  not  believe  that  these  problems  are  sufficiently 
serious  to  w-arrant  upsetting  the  organizational  structure  of  present 
series  companies.  However,  for  the  above  reasons,  it  recommends 
that  existing  series  companies  be  prevented  from  creating  newT  series 
in  the  future  and  that  no  new  series  company  be  permitted  to  register 
under  the  Act. 

(ii)  Charge  of  sales  load  in  exchange  of  series  shares  (sec.  11(b)(2)). — 
Another  problem  relating  to  the  operation  of  series  companies  exists 
under  section  11(b)(2)  of  the  Act,  which  permits  series  companies  or 
their  principal  underwriters  to  charge  an  additional  sales  load  when 
shareholders  in  one  series  exchange  their  shares  for  shares  in  another 
series.  However,  section  11(a)  prohibits  all  other  open-end  invest¬ 
ment  companies  from  offering  to  carry  out  exchanges  except  at  net 
asset  value. 

Section  11(a)  was  specifically  designed  to  prevent  the  practices 
of  “switching”  27  and  “reloading”  28  w-hereby  the  holders  of  securities 
were  induced  to  exchange  their  certificates  for  newr  certificates  on 
which  a  new  load  would  be  payable.  The  potential  for  these  abuses  is 
just  as  strong  wTen  shares  in  one  series  are  exchanged  for  shares  in 
another  series  as  they  are  in  connection  wdth  exchanges  of  shares  in 
other  investment  companies. 

When  the  Act  w-as  passed  some  series  companies  charged  a  sales  load 
in  connection  with  such  exchanges.  However,  none  imposes  such 
charges  now  and  in  the  Commission’s  view  there  is  no  justification 

5S  In  the  course  of  litigation  and  administrative  proceedings  involving  various  insurance  compauies  issu¬ 
ing  or  proposing  to  issue  variable  annuity  contracts,  the  Commission  has  had  occasion  to  define  entities 
requiring  regulation  under  the  Act  and  to  articulate  the  reasons  for  such  regulation.  The  reasons  for  regu¬ 
lation  of  such  entities  apply  equally  to  the  separate  series.  See  Prudential  Insurance  Company  of  America, 
Investment  Company  Act  Release  No.  3620  (1963),  affirmed  sub.  nom.  Prudential  Insurance  Company  of 
America  v.  S.E.C.  326  F.  2d  383  (C.A.  3)  cert,  den.,  377  U.S.  953  (1964).  There  are  at  present  four  separate 
accounts  of  insurance  companies  registered  as  investment  companies  under  the  Act.  See  also  pp.  33-37, 
supra. 

28  Pp.  35-37,  supra. 

17  House  Hearings  111. 

28  Investment  Trust  Study,  “Companies  Sponsoring  Installment  Investment  Plans”,  p.  90. 
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for  doing  so.29  Accordingly,  the  Commission  recommends  that  sec¬ 
tion  11(b)(2)  be  deleted  from  the  Act,  to  bring  the  section  in  accord 
with  current  practices  and  standards. 


C.  MANAGEMENT-SHAREHOLDER  RELATIONSHIPS 

1.  Definition  of  investment  adviser  (sec.  2(a)  (19)) 

Section  2(a)  (19)  of  the  Act,  with  certain  exceptions,  defines  the 
term  “investment  adviser”  to  an  investment  company  as  any  person 
who  regularly  furnishes  advice  to  such  company  with  respect  to  the 
desirability  of  investing  in,  purchasing  or  selling  securities  or  is  em¬ 
powered  to  determine  what  securities  or  other  property  shall  be  pur¬ 
chased  or  sold  by  such  company. 

Section  2(a) (19)  specifies  a  number  of  exceptions  to  this  general 
definition  of  investment  adviser,  including  one  for  a  “bona  fide  officer, 
director,  trustee,  member  of  an  advisory  board  or  employee”  of  an 
investment  company  to  which  he  is  rendering  advice.  Section  15(a) 
of  the  Act  prohibits  “an  investment  adviser”  from  providing  services 
to  an  investment  company  except  pursuant  to  a  written  contract 
containing  certain  specified  provisions.  Among  other  things,  the 
intent  of  this  exception  was  to  exclude  managements  and  staffs  of 
internally  managed  funds  from  the  requirements  of  section  15(a). 
However,  if  read  literally,  section  2(a)  (19)  also  exempts  from  the 
section  15(a)  contract  requirements  a  management  organization  which 
performs  the  same  functions  as  an  investment  adviser  simply  because 
it  is  designated  as  trustee  rather  than  as  investment  adviser.30 

In  the  Commission’s  view,  there  is  no  justification  for  permitting 
such  a  trustee  to  be  exempt  from  the  definition  of  an  investment 
adviser  and,  therefore,  from  the  contract  requirements  of  the  Act. 
Accordingly,  it  recommends  that  the  definition  of  investment  adviser 
in  section  2  (a)  (19)  of  the  Act  be  amended  to  limit  to  “natural  persons” 
the  exception  from  the  definition  for  a  “bona  fide  officer,  director, 
trustee,  member  of  an  advisory  board,  or  employee.” 

2.  Strengthening  the  independent  checks  on  managements  of  investment 

companies  (secs.  10,  15,  and  82(a)) 

Section  10  of  the  Act  provides  that  at  least  40  percent  of  the  board 
of  directors  of  a  registered  investment  company  must  consist  of  per¬ 
sons  who  are  neither  officers  nor  employees  of  the  company  and  who 
neither  serve  as,  nor  are  affiliated  with,  its  investment  adviser.  Sec¬ 
tion  10  also  provides  that  if  any  officer,  director,  or  employee  of  the 
investment  company  acts  as,  or  is  affiliated  with,  its  piincipal  under- 
writer  or  regular  broker,  a  majority  of  the  board  must  consist  of 
persons  other  than  those  affiliated  with  such  principal  underwriter 
or  regular  broker.31  The  function  of  these  provisions  with  respect  to 


21  comp  of  the  series  companies,  as  do  other  companies,  charge  a  modest  fee  (generally  $5)  for  each  transfer 

Funds,  vstrme^lustodia^ Funds designated  as  trustee,  it  receives  gross  advisory  and  adminls- 
traUve  fee s^or  its  services^mAts  relationships  to  the  funds  are  otherwise  no  different  from  that  of  any  other 

ment  bankers  or  affiliated  with  ^vestment  Da  .  J  b  yk  T, lis  provision  reflected  Congressional 

baSklng  groups  bri°r  t0  1940' 
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unaffiliated  directors  is  to  provide  an  independent  check  on  manage¬ 
ment  and  to  provide  a  means  for  representation  of  shareholder  interests 
in  investment  company  affairs.32 

The  Act’s  definition  of  an  “affiliated  person”  33  does  not  provide  an 
adequate  test  for  this  purpose.  It  permits  a  director  who  has  strong 
ties  with  a  company’s  investment  adviser,  principal  underwriter  or 
regular  broker  to  be  classified  as  an  “unaffiliated  director.”  34  Under 
this  definition,  for  example,  a  director  is  deemed  to  be  “unaffiliated” 
even  though  he  owns  up  to  4.99  percent  of  the  adviser-underwriter's 
stock,  has  substantial  business  or  professional  relationships  with  the 
investment  company  or  its  adviser-underwriter,  or  has  close  family 
relationships  with  the  adviser-underwriter  or  with  persons  affiliated 
with  it. 

Under  the  existing  definition  of  “affiliated  person”  it  is  possible  to 
argue  that  these  persons  are  not  “unaffiliated”  because  they  are 
“controlled”  by  the  investment  adviser,  principal  underwriter,  or 
regular  broker.  Section  2(a)(9)  of  the  Act  which  defines  “control,” 
states,  however,  that  a  “natural  person  shall  be  presumed  not  to  be  a 
controlled  person  within  the  meaning  of  this  title.”  Although  this 
presumption  is  rebuttable^  in  two  recent  cases  the  existence  of  strong 
economic  ties  has  been  determined  by  the  courts  to  be  insufficient 
evidence  of  control.  Thus,  in  Acampora  v.  Birkland,  220  F.  Supp. 
527  (D.  Colo.,  1963),  directors  of  Financial  Industrial  Fund,  Inc., 
were  held  to  be  “unaffiliated”  even  though  they  either  did  a  substan¬ 
tial  amount  of  printing  work  for  the  fund,  owned  4  percent  of  the 
outstanding  stock  of  the  fund’s  adviser-underwriter,  acted  as  broker  in 
a  number  of  the  fund’s  portfolio  transactions,  received  give-ups  of 
brokerage  commissions  from  fund  portfolio  transactions  or  sold 
insurance  to  both  the  adviser-underwriter  and  the  fund. 

Similarly,  in  Coran  v.  Thorpe ,  203  A.  2d  620  (Del.  Chan.,  1964)  five 
directors  of  Atomics,  Physics  and  Science  Fund,  Inc.,35  were  held  to  be 
unaffiliated  with  the  investment  adviser.  One  of  the  directors  was  a 
partner  of  a  brokerage  firm  which  previously  had  acted  as  investment 
adviser  to  the  fund  and  was  receiving  a  substantial  amount  of  broker¬ 
age  commissions  from  fund  portfolio  transactions.  Another  director 
was  a  salaried  employee  of  the  same  brokerage  firm.  Still  another 
director  was  a  partner  of  another  brokerage  firm  which  executed 
portfolio  transactions  for  the  fund.  Of  the  two  remaining  unaffiliated 
directors,  one  was  the  president  and  major  stockholder  of  a  consulting 
firm  which  previously  had  been  retained  by  the  fund  to  provide 
technical  advice  at  substantial  fees,  while  the  other  was  a  geologist 
employed  by  a  subcontractor  of  the  consulting  firm. 


32  House  Hearings,  p.  109. 

33  Sec.  2(a)(3). 

34  This  definition  states: 

“  ‘Affiliated  person’  of  another  person  means  (A)  any  person  directly  or  indirectly  owning,  controlling, 
or  holding  with  power  to  vote,  5  per  centum  or  more  of  the  outstanding  voting  securities  of  such  other 
person;  (B)  any  person  5  per  centum  or  more  of  whose  outstanding  voting  securities  are  direotly  or  indirectly 
owned,  controlled,  or  held  with  power  to  vote,  by  such  other  person;  (C)  any  person  directly  or  Indirectly 
controlling,  controlled  by,  or  under  common  control  with,  such  other  person;  (D)  any  officer,  director, 
partner,  copartner,  or  employee  of  such  other  person;  (E)  if  such  other  person  is  an  investment  company, 
any  investment  adviser  thereof  or  any  member  of  an  advisory  board  thereof;  and  (F)  if  such  otlrer  person 
is  an  unincorporated  investment  company  not  having  a  board  of  directors,  the  depositor  thereof.” 

34  The  name  of  this  investment  company  has  been  changed  to  Steadman  Science  &  Growth  Fund. 


71-588  0—66 


23 


334  IMPLICATIONS  OF 


INVESTMENT  COMPANY  GROWTH 


Regardless  of  whether  the  economic  ties  of  the  fund  directors  in¬ 
volved  in  these  cases  were  sufficient  to  demonstrate  that  they  were 
controlled  by  the  investment  adviser,  principal  underwriter,  or 
regular  broker,  such  close  relationships  derogate  from  directors’ 
ability  to  represent  effectively  the  interests  of  shareholders.  In  the 
Commission’s  view  the  disinterested  representation  of  shareholders 
in  the  management  of  investment  companies  constitutes  an  important 
investor  protection,  even  though,  as  the  Act  is  now  written,  unaffiliated 
directors  are  not  in  a  position  to  deal  effectively  in  the  areas  of  manage¬ 
ment  compensation,  allocation  of  brokerage,  and  the  setting  of  sales 
load  levels.36  In  these  areas  other  steps,  such  as  proposed  by  the 
Commission,  are  the  sine  qua  non  of  adequate  protection  of  investment 
company  shareholders. 

Nevertheless,  if  unaffiliated  directors  are  to  serve  an  important 
function  in  representing  the  interests  of  shareholders  in  investment 
company  affairs,  those  directors  should  not  be  persons  with  economic 
or  family  relationships  with  management  which  are  inconsistent  with 
the  independent  role  in  investment  company  affairs  that  the  Act 
contemplates  they  should  play.  The  Commission  believes,  however, 
that  the  steps  to  be  taken  to  strengthen  the  disinterestedness  of 
investment  company  directors  should  avoid  complicating  the  admin¬ 
istration  of  other  provisions  of  the  Act,  particularly  the  provisions  of 
section  17,  which  prohibit  not  only  transactions  between  investment 
companies  and  affiliated  persons  but  also  transactions  between  invest¬ 
ment  companies  and  affiliated  persons  of  their  affiliated  persons. 
Accordingly,  the  Commission  recommends  that  a  new  term  be  added 
to  section  2  of  the  Act — “interested  person” — which  would  be  made 
applicable  by  appropriate  amendments  only  to  the  provisions  of 
section  10  relating  to  the  composition  of  boards  of  directors,  section 
15  relating  to  the  approval  of  advisory  and  underwriting  contracts 
by  a  vote  of  a  majority  of  unaffiliated  directors,  and  section  32(a) 
relating  to  selection  of  independent  public  accountants. 

While  the  general  exemptive  authority  conferred  on  the  Commission 
by  section  6(c)  of  the  Act  would  be  available  to  permit  flexibility  in  the 
administration  of  the  requirements  for  disinterestedness,  the  statutory 
definition  of  an  “interested  person”  should  include: 

(1)  Any  affiliated  person  (which  includes  an  investment  adviser), 
principal  underwriter,  and  regular  broker  to  an  investment  company, 
except  where  the  affiliation  arises  solely  by  reason  of  his  being  a 
director  of  such  investment  company; 

(2)  Any  member  of  the  immediate  family  of  such  persons  and 
affiliated  persons  of  such  persons;  and 

(3)  Any  person  who  ( a )  directly  or  indirectly  owns  securities  issued 
by  affiliated  persons;  or  (5)  has,  or  has  had  within  the  past  3  years,  any 
material  business  or  professional  relationship  with  affiliated  persons 
and  their  affiliated  persons. 

3.  Attendance  at  directors’  meetings  (secs.  15  and  32) 

Sections  15(a),  15(c)  and  32(a)  of  the  Act  provide  for  (a)  renewal 
of  advisory  contracts,  ( b )  approval  and  renewal  of  underwriting 
contracts,  and  (c)  the  selection  of  independent  auditors,  respectively, 
by  the  board  of  directors  of  an  investment  company,  including  a 
majority  of  the  unaffiliated  directors.  These  sections,  however,  do 


Chs.,  Ill,  IV,  and  V,  supra. 
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not  explicitly  require  the  physical  attendance  of  the  members  of  the 
board  of  directors  at  meetings  where  required  action  is  taken,  even 
though  their  vote  is  necessary  to  meet  the  statutory  requirements. 
The  Commission  has  found  that  in  some  investment  companies 
absentee  approval  by  board  members  is  not  uncommon. 

While  this  procedure  may  be  permitted  in  some  cases  by  State  law, 
in  the  Commission’s  view,  informed  voting  on  the  matters  for  which 
the  Act  mandates  action  by  the  board  of  directors  can  best  be  assured 
by  providing  expressly  that  the  statutory  requirements  can  be  met 
only  by  a  vote  of  a  majority  of  directors  present  at  the  meetings  at 
which  such  matters  are  voted  upon.  It  therefore  recommends  that 
sections  15  and  32  be  amended  to  provide  that  the  voting  requirements 
of  these  sections  can  only  be  satisfied  by  directors  who  are  physically 
present  at  the  meetings  at  which  the  votes  are  taken.37 

4-  Assignment  of  advisory  and  underwriting  contracts  (sec.  15) 

Section  15(a)(4)  requires  that  an  investment  advisory  contract  pro¬ 
vide  for  automatic  termination  upon  its  “assignment  by  the  invest¬ 
ment  adviser.”  Similarly,  section  15(b)(2)  requires  that  underwriting 
contracts  provide  for  automatic  termination  upon  their  “assignment 
by  such  underwriter.”  However,  section  2(a)(4)  defines  the  term 
“assignment”  for  purposes  of  the  Act  to  include  action  by  persons 
other  than  the  investment  adviser  or  underwriter.  Thus,  under  this 
definition,  assignment  includes  any  direct  or  indirect  transfer  of  a 
controlling  block  of  outstanding  voting  securities  by  a  security  holder 
of  the  adviser  or  underwriter. 

While  this  result  flows  from  the  express  terms  of  section  2(a)(4),  it 
nevertheless  has  been  argued  that  section  15  of  the  Act  does  not  con¬ 
template  this  result  because,  unlike  section  2(a)  (4),  it  does  not  expressly 
refer  to  transfers  by  persons  other  than  the  adviser  or  underwriter. 
However,  section  15  is  the  only  other  section  in  the  Act  where  the  term 
“assignment”  is  used.  If  this  argument  were  accepted,  then  the 
specific  reference  to  transfers  by  controlling  persons  in  section  2(a)(4) 
would  be  superfluous.  To  remove  this  ambiguity,  the  Commission 
recommends  that  section  15(a)(4)  be  amended  to  delete  the  words 
“by  the  investment  adviser”  and  that  section  15(b)(2)  be  amended  to 
delete  the  words  “by  such  underwriter.” 

5.  Section  17(f) 

Under  section  17(f),  an  investment  company  of  the  management  type 
must  place  “its  securities  and  similar  investments”  in  the  custody 
of  (1)  a  bank,  (2)  of  a  stock  exchange  firm  subject  to  rules  prescribed 
by  the  Commission,  or  (3)  itself  subject  to  rules  or  orders  prescribed 
by  the  Commission.  If  a  company  chooses  to  retain  the  custody  of 
its  securities,  it  must  deposit  them  with  certain  specified  institutions 
for  safekeeping,  subject  to  certain  rules  as  to  access,  earmarking  and 
inspection. 


37  Where  advisory  or  underwriting  contracts  lapse  due  to  failure  of  directors  tomeet  the  proposed  physical 
attendance  requirements  because  of  physical  impossibility  or  other  justifiable  inadvertence,  the  Com¬ 
mission  could  permit  the  extension  of  already-existing  contracts  by  order  under  sec.  6(c)  of  the  Act.  In  an 
analogous  situation,  the  Commission  has  not  objected  in  certain  cases  when  directors  of  an  investment 
company  served  for  more  than  a  year  because  of  justifiable  postponement  of  the  company’s  annual  share¬ 
holders’  meeting,  despite  the  requirement  of  sec.  16(a)  that  directors  of  an  investment  company  be  elected 
annually. 
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The  Commission  believes  that  if  a  company  wishes  to  use  a  bank 
as  custodian,  all  of  its  cash  assets,  including  proceeds  from  the  sale  of 
its  own  securities  and  income  on  its  holdings,  also  should  be  held  by 
a  bank  subject  to  appropriate  direction  as  to  expenditure  and  dispo¬ 
sition  by  proper  company  officials.38 

Accordingly,  the  Commission  recommends  amending  section  17(f) 
to  provide  that,  if  an  investment  company  employs  a  bank  as  custodian, 
all  cash  assets  in  addition  to  “securities  and  similar  investments”  shall 
likewise  be  kept  in  such  custody.  A  proviso  in  the  amendment  would 
permit  the  maintenance  of  a  checking  account  or  accounts  in  one  or 
more  banks  in  an  amount  not  to  exceed  the  fidelity  bond  required 
under  section  17(g)  of  the  Act. 

■6.  Section  25(c) 

Section  25(c)  of  the  Act  authorizes  any  district  court  of  the  United 
States  upon  proceedings  instituted  by  the  Commission,  to  “enjoin 
the  consummation  of  any  plan  of  reorganization”  39  of  a  registered 
investment  company,  “if  such  court  shall  determine  any  such  plan 
to  be  grossly  unfair  or  to  constitute  gross  misconduct  or  gross  abuse 
of  trust  on  the  part  of  the  officers,  directors,  or  investment  advisers 
of  such  registered  company  or  other  sponsors  of  such  plan.” 

The  reorganization  of  an  investment  company  usually  is  an  event 
of  paramount  importance  to  its  public  security  holders.  Plans  of  re¬ 
organization,  however,  often  are  so  complex  that  it  is  difficult  for 
shareholders  to  assess  their  impact  or  to  evaluate  their  fairness. 
Moreover,  shareholders  rarely  are  in  a  position  to  effect  changes  in  a 
plan  proposed  by  management. 

Prior  to  1940  there  were  widespread  abuses  in  investment  company 
reorganizations.  Indeed,  former  Commissioner  Healy  stated,  “I 
don’t  think  that  there  has  been  any  place  in  the  whole  list  of  American 
finance  where  there  has  been  more  mistreatment  of  American  security 
holders  than  in  this  one  field  of  reorganization.”40  Nevertheless,  the 
existing  provisions  of  section  25(c)  permit  a  court  to  enjoin  consum¬ 
mation  of  a  reorganization  plan  only  if  it  finds  that  the  plan  is  “grossly 
unfair”  or  that  the  plan  constitutes  “gross  misconduct”  or  “gross 
abuse  of  trust”  on  the  part  of  officers,  directors,  investment  advisers 
or  other  sponsors  of  the  plan.  The  original  draft  of  this  section  pro¬ 
vided  in  effect  that  no  voluntary  plan  of  reorganization  could  be 
submitted  to  shareholders  without  Commission  approval  The 
section  also  contained  guidelines  for  such  approval,  one  of  which  was 
that  the  plan  or  offer  must  be  “fair  and  equitable  to  all  persons  *  * 
affected  *  *  41  This  met  with  strenuous  industry  objections  and 

was  therefore  deleted  even  though  the  section  followed  the  pattern  of 
the  Holding  Company  Act.  However,  the  industry  objection  was  not 
directed  at  the  standards.  Rather,  it  was  concerned  with  the  fact 
that  all  plans  would  have  to  be  submitted  to,  and  approved  by,  the 
Commission.42  To  meet  such  objections,  a  compromise  section  was 
agreed  upon  by  the  Commission  and  representatives  of  the  industry 
wRich  gave  courts  the  power  of  disapproval  of  such  plans  of  reor¬ 
ganization. 


gome  States  Insist  upon  this  complete  bank  custodianship  as  a  prerequisite  to  the  sale  of  securities 

W *« ^Reorg an iz  at  ion  is  defined  in  sec.  2(a) (32)  of  the  Act. 

«  House  Hearings  at  p.  128. 
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The  Commission  believes  that  the  standard  presently  in  the  Act 
unduly  restricts  courts  from  passing  upon  the  merits  of  a  plan  of  re¬ 
organization  of  a  registered  investment  company.  If  courts  were 
given  a  more  realistic  standard  to  apply,  especially  one  employed  in 
similar  contexts,  they  would  be  in  a  better  position  to  carry  out  the 
Congressional  intent  of  protecting  the  security  holders  of  the  invest¬ 
ment  company  for  which  the  plan  of  reorganization  was  filed.  There¬ 
fore,  the  Commission  recommends  that  Congress  amend  section  25(c) 
of  the  Act  to  provide  that  a  court  shall  enjoin  any  plan  of  reorganiza¬ 
tion  which  it  finds  not  to  be  “fair  and  equitable”  to  all  persons  affected. 
The  “fair  and  equitable”  standard  has  a  long  history  of  judicial  inter¬ 
pretation  in  equity  receiverships  and  reorganizations  under  section  77B 
and  Chapter  X  of  the  Bankruptcy  Act  and  section  11(e)  of  the  Public 
Utility  Holding  Company  Act  of  1935.  Accordingly,  this  amendment 
would  provide  the  courts  with  a  well  known  and  judicially  acceptable 
standard  to  protect  shareholders’  rights. 

7.  Substitution  of  underlying  investment  (sec.  26(a)(4)) 

As  more  fully  described  in  Chapter  II,  a  “unit  investment  trust” 
is  an  investment  company  which  usually  purchases  shares  of  an  open- 
end  management  investment  company  and  in  turn  sells  its  own 
redeemable  securities  which  represent  undivided  interests  in  the  shares 
of  the  open-end  company.  Section  26(a)(4)(B)  of  the  Act  provides 
that  if  there  is  a  substitution  of  the  underlying  investment  of  the  unit 
investment  trust,  the  sponsor  must  notify  the  shareholders  of  the  unit 
investment  trust  within  5  days  after  the  change. 

As  a  practical  matter,  security  holders  in  a  unit  investment  trust  are 
seldom  in  a  position  to  judge  the  merits  of  the  substituted  security. 
Furthermore,  if  the  only  action  required  by  the  sponsor  were  notifica¬ 
tion  of  shareholders,  their  only  relief,  if  dissatisfied,  would  be  to 
redeem  their  shares.  In  doing  this  they  might  incur  a  substantial  loss 
because  of  the  large  initial  sales  load  deduction  that  is  common  to  most 
unit  investment  trusts;  and  if  they  reinvest  the  proceeds  in  another 
unit  investment  trust  or  in  an  open-end  company  directly  they  may  be 
subject  to  an  additional  sales  load. 

Section  11(c)  of  the  Act  provides  that  Commission  approval  must 
be  obtained  for  the  exchange  of  securities  of  one  registered  unit 
investment  trust  for  the  securities  of  another  registered  unit  invest¬ 
ment  trust,  irrespective  of  the  basis  of  exchange.43  The  Commission 
has  taken  the  position  that  a  substitution  of  the  underlying  securities 
of  a  unit  investment  trust  is  an  “offer  of  exchange”  under  section  11  of 
the  Act  and  is  prohibited  unless  exempted  by  the  Commission.  How¬ 
ever,  the  Commission  believes  that  the  matter  should  be  expressly 
covered  under  section  26,  which  is  concerned  with  the  operations  of 
unit  investment  trusts  under  the  Act. 

Accordingly,  the  Commission  recommends  that  section  26  be 
amended  to  require  that  proposed  substitutions  may  not  occur  without 
Commission  approval.  Not  only  would  there  be  Commission  scrutiny, 
but  interested  shareholders  would  also  have  an  opportunity  to  state 
their  views  about  the  proposed  substitution.  Before  issuing  an 
order  approving  the  substitution,  the  Commission  would  be  required 
to  find  that  the  substitution  is  necessary  or  appropriate  in  the  public 
interest  and  consistent  with  the  protection  of  investors  and  the 
purposes  fairly  intended  by  the  policy  and  provisions  of  the  Act. 


«  See  Hamilton  Depositors  Corp.  et  ah,  25  S.E.C.  141  (1947). 
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■8.  Shareholder  derivative  suits  (sec.  33) 

Section  33  of  the  Act  requires  registered  investment  companies  and 
then  affiliated  persons  who  are  defendants  in  shareholders  derivative 
suits  involving  “an  alleged  breach  of  official  duty”  to  transmit  to  the 
Commission  copies  of  the  pleadings  and  the  record  in  such  actions  if 
the  action  has  been  compromised  or  settled  or  a  verdict  or  final  judg¬ 
ment  has  been  rendered  on  the  merits.  These  provisions  do  not 
require  that  the  Commission  be  informed  of  such  actions  until  they 
have  terminated  at  the  trial  court  level.  Then  it  may  be  too  late  for 
the  Commission  to  take  action  to  protect  the  public  interest. 

In  chapter  III  the  Commission  has  proposed  that  the  Act  be 
amended  to  permit  the  Commission  to  intervene  in  shareholder  suits 
brought  to  enforce  the  legislative  recommendations  made  in  that 
chapter  at  any  stage  in  the  proceeding  or  in  the  settlement  of  such 
actions.44  To  provide  the  Commission  with  the  information  necessary 
to  fulfill  its  responsibilities  under  the  Act,  the  Commission  also  recom¬ 
mends  that  section  33  of  the  Act  be  amended  to  require  that  all 
papers  filed  in  shareholder  suits  involving  registered  investment  com¬ 
panies  be  transmitted  promptly  to  the  Commission. 

D.  ADMINISTRATIVE  AND  OTHER  PROCEEDINGS 


1 .  Section  9 

Section  9(a)  of  the  Act  prohibits  any  person  from  serving  in  cer¬ 
tain  capacities  45  with  a  registered  investment  company  if  he  has  been 
convicted  of  any  of  the  crimes  set  forth  in  section  9(a)(1)  or  has  been 
permanently  or  temporarily  enjoined  by  a  court  for  other  misconduct 
as  set  forth  in  section  9(a)(2).  Section  9(b)  provides  for  exemption 
from  the  prohibition  if  the  Commission,  upon  application,  finds  the 
prohibition  is  unduly  severe  or  that  the  person’s  conduct  was  such 
that  granting  the  application  would  not  be  against  the  public  interest 
or  protection  of  investors. 

Section  9  to  some  extent  is  the  counterpart  to  the  provisions  of 
section  203(d)  of  the  Investment  Advisers  Act,  and  section  15(b)  of 
the  Exchange  Act  which,  among  other  things,  empower  the  Commis¬ 
sion  to  disqualify  persons  who  have  committed  certain  types  of  mis¬ 
conduct  from  serving  as  a  registered  investment  adviser  or  broker- 
dealer  or  as  an  associated  person  of  a  broker-dealer.  In  several  re¬ 
spects,  however,  section  9  affords  investment  company  shareholders 
far  less  protection  than  those  provided  customers  and  clients  of 
investment  advisers  by  the  Investment  Advisers  Act  and  of  broker- 

dealers  by  the  Exchange  Act.  .  . 

Under  the  latter  statutes,  willful  violations  of  the  Securities  Act, 
Investment  Advisers  Act,  Exchange  Act,  Investment  Company  Act, 
or  any  rule  or  regulation  thereunder,  are  grounds  for  disqualifying  a 
person  from  registration  as  an  investment  adviser  or  as  a  broker- 
dealer  or  an  associated  person  of  a  broker-dealer.  However,  as  noted 


u  Th^r^ilities Enumerated  in  the  first  paragraph  of  sec.  9(a).  are  officer,  director,  member  of  an 
ftrivteorv  hoard  investment  adviser,  or  depositor  of  any  registered  investment  company,  or  Prmcipa 
^derwrit^  for'any  roSed  opened  company,  registered  unit  investment  trust,  or  registered  face- 
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above,  under  section  9  a  person  is  barred  from  serving  in  certain 
capacities  with  a  registered  investment  company  only  if  he  has  been 
convicted  of  certain  crimes  or  has  been  enjoined  by  a  court  by  reason 
of  certain  types  of  misconduct  from  acting  as  an  underwriter,  broker, 
dealer,  or  investment  adviser,  or  as  an  affiliated  person,  salesman  or 
employee  of  an  investment  company,  bank  or  insurance  company. 
Thus,  if  the  Commission  has  found  that  an  investment  adviser  or 
broker-dealer  or  an  associated  person  thereof  has  violated  the  anti¬ 
fraud  or  other  provisions  of  the  Investment  Advisers  Act  or  Exchange 
Act  and  has  barred  him  from  serving  as  an  investment  adviser  or 
broker-dealer  or  from  association  with  a  broker-dealer,  section  9 
nevertheless  does  not  prevent  him  from  occupying  a  position  of  re¬ 
sponsibility  with  an  investment  company. 

Moreover,  unlike  the  provisions  of  section  15(b)  of  the  Exchange 
Act  and  section  203(d)  of  the  Investment  Advisers  Act,  section  9  has 
no  provision  for  an  administrative  proceeding  to  determine  whether 
persons  have  engaged  in  willful  misconduct  and  whether  the  public  in¬ 
terest  requires  that  such  persons  be  barred  from  serving  an  investment 
company.  Unless  a  court  has  already  convicted  or  enjoined  a  person 
in  one  of  the  areas  specified  in  section  9,  the  Commission  must  apply 
to  a  court  for  an  injunction  against  the  misconduct  in  order  to  bar 
him  from  serving  an  investment  company.  There  is  no  reason  why 
the  Commission  should  not  have  administrative  remedies  under  the 
Investment  Company  Act  similar  to  those  in  the  Investment  Ad¬ 
visers  Act  and  the  Exchange  Act. 

Section  9  is  deficient  in  another  respect.  Although  it  bars  a  person 
convicted  of  crimes  or  enjoined  on  the  basis  of  misconduct  specified 
in  that  section  from  serving  as  an  officer,  director,  or  investment  ad¬ 
viser  of  an  investment  company,  such  a  person  may  still  be  an  em¬ 
ployee  of  an  investment  company. 

Accordingly,  the  Commission  recommends  that  section  9  be 
amended  to  include  a  new  subsection  which  would  empower  the  Com¬ 
mission,  after  notice  and  opportunity  for  hearing,  to  bar  an  individual 
either  permanently  or  for  such  time  as  may  be  appropriate  from  serv¬ 
ing  an  investment  company  in  the  capacities  now  enumerated  in  sec¬ 
tion  9,  or  as  an  employee  of  an  investment  company  or  as  an  affiliated 
person  of  its  investment  adviser,  depositor  or  principal  underwriter 
if  such  individual  has  willfully  violated  any  provision  of  the  Securities 
Act,  the  Exchange  Act,  the  Investment  Advisers  Act,  or  the  Invest¬ 
ment  Company  Act  or  any  rule  or  regulation  thereunder.  These 
amendments  would  enable  the  Commission  to  deal  flexibly  in  protect¬ 
ing  investment  company  shareholders  against  management  of  their 
companies’  assets  by  persons  who  have  engaged  in  willful  misconduct 
under  the  Federal  securities  laws. 

In  appropriate  cases,  the  Commission  could  take  action  against  an 
individual  affiliated  with  a  company’s  investment  adviser,  principal 
underwriter,  depositor,  or  sponsor  without  naming  or  joining  the 
adviser,  underwriter,  depositor,  or  sponsor  as  a  party  in  such  action. 
By  providing  an  administrative  proceeding  for  determining  whether 
a  person  should  be  barred  from  serving  an  investment  company,  the 
Commission  could,  where  appropriate,  institute  private  proceedings 
which  would  not  be  made  public  unless  and  until  adverse  findings 
were  made  against  the  individual  or  company  involved.46 


«  Under  sec.  41  of  the  Act,  the  Commission  is  empowered  to  hold'private  administrative  proceedings. 
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In  appropriate  cases,  a  proceeding  to  bar  a  person  from  serving  an 
investment  company  under  section  9  because  of  violations  of  pro¬ 
visions  of  other  Federal  securities  laws  could  be  combined  with  pro¬ 
ceedings  under  the  Investment  Advisers  Act  and  the  Exchange  Act. 
In  such  a  combined  proceeding,  the  Commission  could  determine 
whether  a.  person  should  be  barred  from  associating  with  a  broker- 
dealer  registered  under  the  Exchange  Act,  an  adviser  registered  under 
the  Investment  Advisers  Act,  or  an  investment  company  or  adviser 
to  an  investment  company  registered  under  the  Investment  Com¬ 
pany  Act.  Such  an  amendment  will  provide  investment  company 
shareholders  with  protections  comparable  to  those  which  customers  of 
registered  broker-dealers  and  clients  of  registered  investment  ad¬ 
visers  now  enjoy  under  provisions  of  the  Exchange  Act  and  as  pro¬ 
posed  under  the  Investment  Advisers  Act.47 

2.  Section  36 

Section  36  specifically  authorizes  the  Commission  to  bring  actions 
in  U.S.  district  courts  to  enjoin  any  officer,  director,  advisory  board 
member,  investment  adviser,  depositor,  or  principal  underwriter  of 
investment  companies  from  acting  in  such  capacities  if  such  a  person 
has  been  “guilty”  of  “gross  misconduct”  or  “gross  abuse  of  trust” 
with  respect  to  the  investment  company  which  he  serves.  Section 
36  is  an  exceedingly  important  provision  of  the  Act,  since  it  was  in¬ 
tended  to  permit  the  Commission  to  enforce  standards  of  fiduciary 
conduct  which  may  not  be  embodied  in  other,  more  specific  pro¬ 
visions  of  the  Act. 

However,  the  highly  personal  and  punitive  overtones  of  the  section 
36  language  create  problems  in  enforcing  the  remedial  purposes  of 
the  Act.  The  express  sanction  in  section  36  is  seemingly  directed 
more  against  persons  “guilty”  of  misconduct  than  the  prevention  of 
injury  to  an  investment  company.  This  may  be  due  to  the  fact 
that  it  was  originally  drafted  as  a  criminal  provision.48  Under  the 
literal  terms  of  section  36  an  injunction  against  conduct  harmful  to 
the  company  is  only  discretionary  relief  ancillary  to  a  bar  against  the 
wrongdoers  from  continuing  to  serve  in  their  capacity  with  an  invest¬ 
ment  company.  The  bar,  however,  is  not  discretionary.  If  a  court 
finds  that  one  is  “guilty”  of  “gross  misconduct”  or  “gross  abuse  of 
trust,”  section  36  provides  that  the  court  “shall”  bar  him  temporarily 
or  permanently  from  acting  in  any  of  the  capacities  enumerated  in 
that  section.  The  mandatory  sanction  of  section  36  and  the  stigma 
that  attaches  to  a  finding  of  “gross  abuse  of  trust”  tends  to  make  ac¬ 
tion  under  section  36  an  unduly  harsh  remedy  for  some  types  of  mis¬ 
conduct  encountered  by  the  Commission  in  the  administration  of 
the  Act.  Yet  at  the  present  time  the  Act  does  not  provide  a  more 
flexible  means  for  protecting  the  interest  of  investment  company 
shareholders.49  Under  the  antifraud  provisions  of  the  Exchange 
Act  and  the  Investment  Advisers  Act,  the  Commission  has  broad 
power  to  deal  flexibly  with  the  misconduct  of  broker-dealers  and  m- 


&ecsU7(e)n and  43,  Senate  Report,  pp.  12  and  26.  also  Senate  Rejwrt.  p.  ^ar  91  252  D  C. 
to  cf  S  E  C  v.  Midwest  Technical  Development  Corporation,  CCH  Fed.  Sec.  h.  Kep.,  par.  u.u. 
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vestment  advisers  in  dealings  with  their  clients.50  There  is  no  reason 
why  the  Commission  should  not  have  comparable  power  with  respect 
to  all  affiliated  persons  of  investment  companies  who  certainly 
occupy  no  less  a  position  of  trust  than  do  broker-dealers  or  invest¬ 
ment  advisers  to  noninvestment  company  clients. 

For  these  reasons  the  Commission  recommends  that  section  36  be 
amended  to  delete  the  words  “gross”  and  “guilty”  and  broaden  the 
statutory  relief  under  that  section  beyond  that  of  disciplinary  sanc¬ 
tions.  The  amendment  would  authorize  the  Commission  to  seek 
injunctions  in  Federal  courts  against  any  act,  practice  or  course  of 
conduct  which  involves  a  breach  of  fiduciary  duty  on  the  part  of  any 
of  the  persons  now  enumerated  in  that  section  with  respect  to  any 
investment  company  which  they  serve  and  to  seek  such  other  relief 
as  the  court  may  deem  necessary  or  appropriate  for  the  protection  of 
investors.  Under  the  proposed  amendment,  the  Commission  could 
apply  to  the  U.S.  district  courts  to  enjoin  a  breach  of  fiduciary  duty 
in  the  same  manner  as  it  can  seek  injunctions  against  violations  of 
specific  provisions  of  the  Act  and,  in  addition,  it  could  obtain  such 
ancillary  relief,  including  restitution  and  such  other  relief  as  the  court 
deems  appropriate.  The  Commission  believes  that  this  amendment 
would  make  section  36  a  far  better  vehicle  than  it  now  is  for  defining 
and  enforcing  fiduciary  standards  of  conduct  by  persons  affiliated 
with  investment  companies.  In  addition,  it  would  complement  the 
proposed  amendments  to  section  9  which  would  provide  tor  adminis¬ 
trative  proceedings  to  bar  or  remove  persons  from  acting  in  certain 
capacities  for  an  investment  company. 

E.  FORMAL 

The  amendments  discussed  under  this  category  are  concerned 
mainly  with  correcting  outdated  references  and  patent  ambiguities  in 
the  text  of  the  Act. 

1.  Section  2(a)(5) 

In  section  2(a)(5)  of  the  Act  a  reference  is  made  to  section  ll(k) 
of  the  Federal  Reserve  Act,  as  amended.  Section  ll(k)  of  the  Federal 
Reserve  Act  has  been  repealed,51  and  as  a  result  the  authority  granted 
by  this  section  over  banks  formerly  exercised  by  the  Federal  Reserve 
Board  is  now  exercised  by  the  Comptroller  of  the  Currency.  It  is 
therefore  proposed  that  the  words  “authority  of  the  Comptroller  of 
the  Currency”  be  substituted  for  the  words  “section  ll(k)  of  the 
Federal  Reserve  Act,  as  amended.” 

2.  Section  3(c) 

Section  3(c)  of  the  Act  excludes  certain  categories  of  companies 
from  the  definition  of  an  investment  company  found  in  subsections 
(a)  and  (b)  of  section  3.  However,  since  only  subsection  (a)  defines 
an  investment  company,  the  reference  to  subsection  (b)  in  section 
3(c)  is  superfluous.  Therefore,  the  Commission  recommends  the 
deletion  of  such  reference. 


M  Exchange  Act,  secs.  10, 15;  Investment  Advisers  Act,  sec.  206. 
Public  Law  No.  87-722,  Sept.  28,  1962,  76  Stat.  670. 
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8.  Section  8(c)  (13) 

In  section  3(c)  (13)  an  exception  is  provided  for  an  employees’ 
stock  bonus,  pension,  or  profit  sharing  trust  which  qualifies  under 
section  165  of  the  Internal  Revenue  Code,  as  amended.  Section 
165  was  replaced  by  section  401(a)  when  the  Internal  Revenue  Code 
was  revised  in  1954.  Therefore,  the  Commission  recommends  that 
section  3(c) (13)  be  amended  to  make  the  appropriate  substitution. 

4-  Section  10(c) 

Section  10(c)  of  the  Act  prohibits  a  registered  investment  company 
from  having  a  majority  of  its  board  of  directors  consist  of  officers  or 
directors  of  any  one  bank.  The  second  clause  provides  a  limited 
exception  from  the  prohibition  for  any  registered  investment  company 
which  on  March  14,  1940,  had  as  a  majority  of  its  board  of  directors, 
the  officers,  directors  or  employees  of  any  one  bank.  While  the  first 
clause  does  not  include  employees,  the  second  clause  includes  them. 
There  does  not  appear  to  be  any  reason  for  this  inconsistency  except 
oversight.  Therefore,  the  Commission  suggests  an  amendment 
adding  the  word  “employee”  to  the  first  clause  of  section  10(c). 

5.  Section  15(d) 

Section  15(d)  prohibits  any  person  from  acting  as  investment 
adviser  to,  or  principal  underwriter  for,  any  registered  investment 
company  pursuant  to  a  written  contract  after  March  15,  1945,  if  such 
contract  was  in  effect  prior  to  March  15,  1940,  unless  such  contract 
was  renewed  prior  to  March  15,  1945,  in  such  form  as  to  make  it 
comply  with  sections  15(a)  or  15(b)  of  the  Act.  The  times  men¬ 
tioned  in  section  15(d)  have  long  since  passed  and  the  section  no 
longer  has  any  meaning  or  applicability,  since  there  are  no  persons 
who  are,  or  ever  will  be,  affected  by  the  section.  Therefore,  the 
Commission  proposes  that  section  15(d)  be  deleted  from  the  Act. 

6.  Section  22(d) 

Section  22(d)  of  the  Act  provides,  in  relevant  part,  that  it  shall  not 
prevent  a  sale  made  “pursuant  to  an  offer  of  exchange  permitted  by 
section  11  hereof  including  any  offer  made  pursuant  to  clause  (1)  or  (2) 
of  section  11(b).”  As  noted  previously,  the  Commission  recommends 
that  clause  (2)  of  section  11(b)  of  the  Act  be  deleted.  Therefore,  the 
Commission  suggests  that  section  22(d)  of  the  Act  be  amended  to 
conform  with  the  suggested  amendment  to  section  1 1  (b)  of  the  Act 
by  deleting  the  reference  to  clause  (2)  of  section  11(b)  of  the  Act  in 
section  22(d)  of  the  Act. 

7.  Section  24(d) 

Among  other  tilings,  section  24(d)  of  the  Act  states  that  the  ex¬ 
emption  provided  by  the  third  clause  of  section  4(1)  of  the  Securities 
Act  of  1933  shall  not  apply  to  face-amount  certificate  companies, 
open-end  management  companies  or  unit  investment  trusts.  In 
1964  the  Securities  Act  of  1933  was  amended  52  and  the  thud  clause 
of  section  4(1)  became  section  4(3).  To  correct  this  statutory  cross- 
reference,  the  Commission  recommends  that  section  24(d)  of  the 
Act  be  amended  to  refer  to  section  4(3)  of  the  Securities  Act  of  1933. 


15  U.S.C.  77(d),  48  Stat.  77,  amended  by  Public  Law  No.  84-467. 
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8.  Section  38(a) 

Section  38(a)  of  the  Act  empowers  the  Commission  to  make  such 
rules  and  regulations  as  are  necessary  or  appropriate  “to  the  exercise 
of  the  powers  conferred  upon  the  Commission  elsewhere  in  this  title.” 
The  language  conferring  rulemaking  power  upon  -the  Commission 
in  the  Act  is  not  consistent  with  the  language  of  similar  provisions 
in  other  securities  acts  53  which  gives  the  Commission  broad  ride¬ 
making  authority  regarding  the  statutes  it  administers.  The  Com¬ 
mission  recommends  that  Congress  amend  the  Act  so  that  the  lan¬ 
guage  conferring  rulemaking  oowers  thereunder  would  be  the  same 
as  the  language  in  the  Public  Utility  Holding  Company  Act.54 

9.  Section  J3(<z)  and  section  44 

Section  43(a)  of  the  Act  provides  for  court  review  of  Commission 
orders.  This  section  refers  to  sections  239  and  240  of  the  Judicial 
Code.  Those  sections  have  been  redesignated  section  1254  of  title 
28  of  the  United  States  Code,  as  amended.55  Similarly,  section  44  of 
the  Act,  which  gives  the  district  courts  of  the  United  States  jurisdic¬ 
tion  of  violations  of  the  Act  or  rules  and  regulations,  thereunder, 
refers  to  sections  128  and  240  of  the  Judicial  Code,  as  amended. 
Those  sections  have  been  redesignated  as  sections  1254  and  1291-1294 
of  title  28  of  the  United  States  Code.56  The  Commission  recommends 
that  both  statutory  cross-references  be  amended  to  conform  with  the 
present  designation  of  these  sections. 

F.  INVESTMENT  ADVISERS  ACT 

The  Commission’s  experience  in  administering  the  Investment 
Advisers  Act  has  also  revealed  certain  shortcomings  in  that  statute. 
Accordingly,  the  Commission  recommends  the  following  amendments 
to  the  Investment  Advisers  Act. 

1.  Direct  disciplinary/  power  over  individuals  (sec.  203) 

Section  203(d)  of  the  Investment  Advisers  Act  empowers  the  Com¬ 
mission,  after  notice  and  opportunity  for  hearing,  to  deny  registration 
to  or  to  suspend  or  revoke  the  registration  of  an  investment  adviser  if 
it  finds  that  such  action  is  in  the  public  interest,  and  that  the  adviser 
or  any  of  its  partners  or  officers  or  directors  is  subject  to  an  injunction 
or  has  been  convicted  or  committed  any  act  or  omission  specified  in 
that  section.  Under  these  provisions,  however,  if  a  person  affiliated 
with  a  registered  investment  adviser  violates  the  law,  the  Commission 
can  take  disciplinary  action  against  such  person  only  by  proceeding 
against  the  adviser  even  if  the  misconduct  occurred  without  the  knowl¬ 
edge  or  approval  of  the  adviser.  Since  such  action  may  involve  per¬ 
sons  wholly  innocent  of  any  responsibility  for  the  violations  in 
question,  this  procedure  is  awkward  and  may  be  unfair. 

Under  the  Exchange  Act,  the  Commission  has  been  granted  the 
authority  to  take  direct  disciplinary  action  against  individuals  asso- 


53  See  sec.  19(a),  Securities  Act  of  1933;  sec.  23(a),  Securities  Exchange  Act  of  1934;  sec.  20(a),  Public 
Utility  Holding  Company  Act  of  1935;  sec.  319(a),  Trust  Indenture  Act  of  1939. 
si  Sec.  20(a)  of  the  Public  Utility  Holding  Company  Act  provides,  in  relevant  part: 

“The  Commission  shall  have  authority  from  time  to  time  to  make,  issue,  amend,  and  rescind  such  rules 
and  regulations  and  such  orders  as  it  may  deem  necessary  or  appropriate  to  carry  out  the  provisions  of  this 
title,  including  rules  and  regulations  defining  accounting,  technical,  and  trade  terms  used  in  this  title.” 

33  28  U.S.C.  1254,  62  Stat.  928  (1948). 

5«  Ibid.;  28  U.S.C.  1291-1294,  62  Stat.  929-930  (1948). 
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ciated  with  registered  broker-dealers.  The  Securities  Acts  Amend¬ 
ments  of  1964,  among  other  things,  added  section  15(b)(7)  to  the 
Exchange  Act  which  empowers  the  Commission  to  issue  an  order 
barring  or  suspending  the  right  of  an  individual  guilty  of  misconduct 
from  being  associated  with  a  registered  broker-dealer.  The  Commis¬ 
sion  believes  that  comparable  flexibility  is  desirable  in  the  administra¬ 
tion  of  the  Investment  Advisers  Act.  Accordingly,  it  recommends 
that  a  new  paragraph  (h)  be  added  to  section  203  of  the  Investment 
Advisers  Act  which  would  authorize  the  Commission  to  proceed 
directly  against  a  person  and  to  censure,  bar,  or  suspend  the  right  of 
such  person  to  be  affiliated  with  a  registered  investment  adviser,  if 
such  person  is  subject  to  an  injunction  or  conviction  or  has  committed 
any  act  or  omission  which  would  be  a  basis  for  revocation  if  such  person 
were  an  investment  adviser.  The  statutory  disqualification  would 
not  be  automatic  but  would  require  a  finding  by  the  Commission 
that  it  is  in  the  public  interest. 

Under  the  proposed  amendment,  the  Commission  would  have  the 
discretion  to  proceed  against  a  person  without  joining  an  investment 
adviser  with  wThom  such  person  or  persons  may  have  been  affiliated. 
Alternatively,  in  appropriate  cases  wfliere  an  economy  of  proceedings 
would  result,  an  investment  adviser  and  other  appropriate  persons 
could  be  joined  in  the  same  action.  The  amendment  would  also  make 
it  unlawful  for  any  person,  as  to  whom  a  barring  or  suspension  order 
is  in  effect,  willfully  to  become  or  to  be  affiliated  with  an  investment 
adviser  without  the  Commission’s  consent.  It  wrould  also  be  unlaw¬ 
ful  for  the  investment  adviser  to  allow  such  a  person  to  become 
affiliated  with  the  investment  adviser  if  it  knew,  or  in  the  exercise 
of  reasonable  care,  should  have  known,  of  such  order. 


2.  Amendment  of  definition  of  investment  adviser  (secs.  203 (b)  (2)  r 
203(b)(3)  and  205) 

Section  203(b)(2)  of  the  Investment  Advisers  Act  provides  an  excep¬ 
tion  from  registration  under  that  Act  for  any  investment  adviser 
whose  only  clients  are  investment  companies  and  insurance  companies. 
Section  203(b)(3)  provides  a  similar  exception  for  an  investment 
adviser  who  had  fewer  than  fifteen  clients  during  the  preceding  twelve 
months  and  who  does  not  hold  himself  out  generally  to  the  public  as  an 
investment  adviser.  Also,  section  205  of  that  Act  excludes  investment 
advisory  contracts  with  investment  companies  from  the  coverage  of 
such  Act.  Accordingly,  most  investment  advisers  of  investment 
companies,  as  defined  in  section  2(a)  (19)  of  the  Investment  Company 
Act,  are  exempt  from  the  registration  provisions  of  the  Investment 
Advisers  Act.57  Therefore,  the  Commission  recommends  that  the 
Investment  Advisers  Act  be  amended  to  remove  the  exemption  for 


investment  advisers  to  investment  companies.  . 

Under  section  31(a)  of  the  Investment  Company  Act,  every  invest¬ 
ment  adviser  of  a  registered  investment  company  is  required  to 
maintain  and  preserve  “such  accounts,  books  and  other  documents 
as  are  necessary  or  appropriate  to  record  such  person  s  transactions 
with  such  registered  investment  company.  The  proposed  ame t  - 
ment  of  the  Investment  Advisers  Act  will  complement  section  31(a) 


57  The  exemption  does  not  run  to  the  antifraud  provisions  of  see.  206  of  the  Investment  Advisers  Act. 
p.  63,  supra. 
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in  that  investment  advisers  to  registered  investment  companies  will 
be  required  to  maintain  books  and  records  under  the  Investment 
Advisers  Act  reflecting  all  activities  of  the  investment  adviser.58 

It  should  be  noted  that  the  Investment  Advisers  Act  provides  that 
no  registered  investment  adviser  shall  be  a  party  to  any  investment 
advisory  contract  if  such  contract  provides  for  compensation  on  the 
basis  of  a  share  of  capital  gains  or  capital  appreciation  of  the  funds 
of  the  client.59  The  proposed  amendment  of  the  Investment  Ad¬ 
visers  Act  will  also  subject  investment  advisory  contracts  between 
an  adviser  and  a  registered  investment  company  to  this  prohibition. 
This  restriction  was  originally  contemplated  in  the  initial  bill  which 
became  the  Investment  Advisers  Act.  The  bill  did  not  exclude 
investment  advisers  to  investment  companies  and  it  contained  the 
present  prohibition  against  compensation  based  upon  capital  gains 
and  appreciation.60 

This  amendment  would  complement  the  Commission’s  recommenda¬ 
tions  in  chapter  III  that  the  Investment  Company  Act  be  amended 
to  incorporate  a  standard  of  reasonableness  for  compensation  paid  by 
investment  companies  for  services  furnished  by  those  who  occupy  a 
fiduciary  relationship  to  such  companies.61  Thus,  under  the  proposed 
amendments  to  the  Investment  Advisers  Act,  capital  gains  and 
appreciation  of  a  registered  investment  company  could  be  taken  into 
account  as  a  factor  in  setting  the  amount  of  the  fee  of  its  investment 
adviser,  but  such  fee  could  not  be  tied  directly  to  such  gains  or 
appreciation. 

S.  Administrative  exemptions  from  the  provisions  of  the  Investment 
Advisers  Act 

As  noted  in  chapter  II,  when  the  Investment  Company  Act  was 
under  consideration  it  was  recognized  that  there  would  be  companies 
which  would  fall  under  the  broad  basic  definitions  of  an  investment 
company  in  that  Act  and  would  not  come  within  any  of  the  specific 
exclusions  in  the  Act,  but  which  nevertheless  presented  peculiar  situa¬ 
tions  rendering  it  unnecessary  or  unwise  to  treat  them  as  investment 
companies  for  some  or  all  purposes  of  the  Act.62  To  permit  the  in¬ 
dividualized  treatment  called  for  in  these  and  other  situations  and  to 
avoid  undue  rigidity  in  the  administration  of  the  Investment  Company 
Act,  the  specific  statutory  exclusions  were  supplemented  by  vesting  in 
the  Commission  the  broad  exemptive  powers  set  forth  in  section  6(c). 


45  Rule  204-2  under  the  Investment  Advisers  Act. 

The  relevant  part  of  sec.  205  provides  that  no  investment  adviser  shall  be  a  party  to  any  investment 
advisory  contract  if  such  contract: 

“(1)  provides  for  compensation  to  the  investment  adviser  on  the  basis  of  a  share  of  capital  gains  upon  or 
capital  appreciation  of  the  funds  or  any  portion  of  the  funds  of  the  client; 

•  •* *«•** 

“Paragraph  (1)  of  this  section  shall  not  be  construed  to  prohibit  an  investment  advisory  contrait  which 
provides  for  compensation  based  upon  the  total  value  of  the  fund  averaged  over  a  definite  period  or  as  of 
definite  dates,  or  taken  as  of  a  definite  date.”  ...... 

As  noted  above,  sec.  205  excludes  investment  advisers  to  investment  companies  from  the  prohiDition. 

eo  See  secs.  204  and  205  of  S.  3580  on  pp.  30  and  31  of  Senate  Hearings.  The  Senate  Report  on  S.  3680  said: 

“Individuals  assuming  to  act  as  investment  advisers  at  present  can  enter  profit-sharing  contracts  which 
are  nothing  more  than  ‘heads  I  win,  tails  you  lose’  arrangements.”  (S.  Rept.  No.  1775, 76th  Cong.,  3d  sess. 
(1940)  at  p.  22). 

41  Pp.  143-149,  supra. 

«  P.  37,  supra. 


346  IMPLICATIONS  OF  INVESTMENT  COMPANY  GROWTH 


The  Commission  has  concluded  that  similar  administrative  flexi¬ 
bility  would  be  desirable  in  connection  with  its  administration  of  the 
Investment  Advisers  Act  to  complement  the  broadened  coverage  and 
additional  remedies  proposed  previously  in  this  chapter.  Therefore,, 
the  Commission  recommends  that  a  new  section  be  added  to  the  In¬ 
vestment  Advisers  Act  giving  the  Commission  authority  by  rules  and 
regulations,  upon  its  own  motion  or  by  order,  upon  application,  condi¬ 
tionally  or  unconditionally  to  exempt  any  person,  security,  or  transac¬ 
tion,  or  any  class  or  classes  of  persons,  securities,  or  transactions,  from 
any  provision  or  provisions  of  the  Investment  Advisers  Act  or  of  any 
rule  or  regulation  thereunder,  if  and  to  the  extent  that  the  Commission 
finds  that  such  exemption  is  necessary  or  appropriate  in  the  public 
interest  and  consistent  with  the  protection  of  investors  and  the  pur¬ 
poses  fairly  intended  by  the  policy  and  provisions  of  the  Act. 

4.  Jurisdictional  requirement 


At  present,  various  provisions  of  the  Investment  Advisers  Act 
apply  only  to  activities  which  involve  a  use  of  the  mails  or  means  or 
instrumentalities  of  interstate  commerce.  For  example,  the  anti¬ 
fraud  provisions  of  section  206  prohibit  certain  fraudulent  and  decep¬ 
tive  acts,  practices,  and  courses  of  business  by  investment  advisers,, 
whether  registered  or  not,  when  the  mails  or  means  or  instrumentalities 
of  interstate  commerce  are  used. 

The  Commission  recommends  that  the  Investment  Advisers  Act  be 
amended  to  include  a  section  similar  to  section  15(b)(4)  of  the  Ex¬ 
change  Act  providing  that  sections  of  the  Investment  Advisers  Act 
(other  than  sec.  203(a))  which  prohibit  any  act,  practice,  or  course  of 
business  if  the  mails  or  any  means  or  instrumentality  of  interstate 
commerce  is  used,  would  also  prohibit  such  activities  by  any  invest¬ 
ment  adviser  registered  under  section  203(a),  or  any  person  acting  on 
behalf  of  such  an  investment  adviser,  irrespective  of  any  use  of  the 
mails  or  any  means  or  instrumentality  of  interstate  commeice  m 

connection  therewith.  ,  .  ,  ,  . 

A  use  of  the  mails  or  means  or  instrumentalities  of  interstate  com¬ 
merce  originally  was  considered  necessary  in  order  to  furnish  a  consti¬ 
tutional  basis  for  Federal  regulation.  At  the  time  that  section 
15(b)(4)  was  added  to  the  Exchange  Act,  however,  judicial  decisions 
had  made  clear  that  the  act  of  registration  furnishes  a  sufficient  con¬ 
stitutional  basis  for  Federal  regulation.  Since  the  Investment 
Advisers  Act  provides  that  no  investment  adviser  is  required  to 
register  unless  he  uses  the  mails  or  instrumentalities  of  interstate 
commerce  in  connection  with  his  business  the  constitutional  founda¬ 
tion  for  regulation  remains  the  same.  Eliminating  the  necessity  01 
establishing  a  use  of  the  mails  or  means  or  instrumentalities  of  inter¬ 
state  commerce  in  cases  under  the  Investment  Advisers  Act  will  ob¬ 
viate  Ce  consuming  searches  for  evidence  which  has  no  bearing  on 

the  substance  of  a  case. 
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